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INTERNET TAX FREEDOM ACT:
INTERNET TAX MORATORIUM

TUESDAY, MAY 22, 2007

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 2:29 p.m., in Room
2141, Rayburn House Office Building, the Honorable Linda
Sanchez (Chairwoman of the Subcommittee) presiding.

Present: Representatives Sanchez, Johnson, Delahunt, Watt,
Cannon, and Jordan.

Ms. SANCHEZ. This hearing of the Committee on the Judiciary’s
Subcommittee on Commercial and Administrative Law will now
come to order.

I will now recognize myself for a short statement.

In 2000, 2 years after the Internet Tax Freedom Act was first en-
acted, total e-commerce sales were estimated at $25.8 billion. In
2006, total e-commerce sales exploded to an estimated $108.7 bil-
lion. This astounding expansion of Internet commerce has changed
our world.

Congress must now carefully consider Internet taxation so as to
support the continued growth of e-commerce, while at the same
time taking into account the revenue needs of State and local gov-
ernment.

During today’s hearing, we will hear from a variety of experts
with differing views on how Congress should address the quickly
approaching expiration of the Internet tax moratorium on Novem-
ber 1, 2007.

The Internet Tax Freedom Act prevents State and local taxation
of Internet access, ensures that multiple jurisdictions do not tax
the same e-commerce transaction and protects e-commerce from
discriminatory tax treatment.

Although commonly misunderstood as a moratorium on all taxes
related to an Internet transaction, the Internet Tax Freedom Act
does not prohibit States from requiring in-state consumers to pay
sales and use taxes on goods purchased online, nor does it prevent
States from requiring out-of-state sellers with a substantial phys-
ical presence in the State to collect and remit sales and use taxes.

As we consider different legislative approaches before the expira-
tion of the moratorium, we must gain a deeper understanding of
the critical issues in this debate. Congress must decide whether to
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extend the moratorium permanently or temporarily, or to simply
let it lapse.

If Congress does extend the moratorium, it should also consider
whether to continue granting grandfather protection to certain
States and localities that have imposed taxes on Internet access be-
fore the moratorium was enacted.

Furthermore, Congress could consider the current definitions in
the Internet Tax Freedom Act that have been the source of some
apprehension and legal uncertainty for State and local govern-
ments, Internet access service providers, telecommunications com-
panies and other interested entities.

Specifically, the current definition of Internet access and the sec-
ond clause of the definition of discriminatory tax have been subject
to differing interpretations. Congress must also consider whether
the rationales that justified passage of the Internet Tax Freedom
Act in 1998 still hold true today.

One of those rationales was that the moratorium would protect
the fledging Internet and e-commerce industry while accelerating
the building of the Internet infrastructure into poor and rural com-
munities.

To help us explore these issues, we have a distinguished witness
panel with us this afternoon. We are pleased to have Dave Quam,
director of Federal relations at the National Governors Association;
Scott Mackey, a partner at Kimbell Sherman Ellis; Jerry Johnson,
vice chairman of the Oklahoma Tax Commission; John Rutledge,
senior fellow at The Heartland Institute; and Mark Murphy, a fis-
cal policy analyst for the American Federation of State, County and
Municipal Employees.

Welcome to our witness panel.

I want to emphasize that today’s oversight hearing is just the be-
ginning of our consideration of issues related to State and local tax-
ation of interstate commerce. While today we will only be generally
discussing the Internet tax moratorium, the Subcommittee does
plan to have a legislative hearing on the bills concerning this issue.

The challenge in our work is not just to determine the impact of
the Internet moratorium up to now, but also its potential impact
on the future. We have every reason to believe that this great age
of innovation has many, many more years ahead.

Accordingly, I look forward to hearing today’s testimony.

And at this time, I would now like to recognize my colleague, Mr.
Cannon, the distinguished Ranking Member of the Subcommittee,
for his opening remarks.

Mr. CANNON. Thank you, Madam Chair.

Today, we are considering the implications of extending the
Internet tax moratorium. Almost 10 years ago, Congress made the
decision to protect Internet access and trade from discriminatory
taxes. That was a wise decision that has led to a prospering of e-
commerce beyond what anyone could have imagined.

Now we have to ask ourselves whether it makes sense to con-
tinue that prosperity indefinitely. There are two bills, H.R. 743 and
H.R. 1077, that would remove the sunset provisions of the Internet
tax moratorium and forever prohibit States and localities from im-
posing discriminatory taxes on e-commerce.
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Our witnesses today will help answer whether Congress should
make these provisions permanent. Several of them will agree with
me that a permanent end to the discriminatory taxes will only help
ensure America’s place as a leader of Internet commerce in the
global economy.

I suspect other witnesses will disagree with that proposition and
I look forward to hearing their views on how discriminatory taxes
will improve America’s competitiveness. Both of those would allow
grandfather exceptions to the Internet moratorium to expire. One
of those bills, H.R. 1077, would go further by eliminating the
grandfather exceptions from the law entirely.

Should we allow these grandfather provisions to expire? Have
the States that have taken advantage of these provisions had suffi-
cient time to wean themselves from the revenue that their dis-
criminatory Internet taxes bring? I imagine that many here on the
dais—of course, we don’t have them really on the dais, do we? An
issue much more important than the presence on the dais would
suggest.

And also on the witness panel believe that the answer to both
of these questions is yes, but I suspect that we will hear differently
from some of our witnesses. I also look forward to hearing these
witnesses’ testimony on the efforts of some States to impose taxes
on some form of Internet access, notwithstanding the clear intent
of Congress to the contrary.

I think it is important to learn whether Congress needs to amend
the Internet Tax Freedom Act to make this point even clearer.

Madam Chair, keeping Internet commerce and access free from
discriminatory taxes has been good for the American economy. I
very much appreciate your efforts to hold this hearing today. How-
ever, given the importance of this issue and the fact that the cur-
rent moratorium is expiring in just over 5 months, I hope that we
can move quickly to address these issues in a markup.

I look forward to hearing from our witnesses.

Thank you, and I yield back.

Ms. SANCHEZ. Thank you. I thank the gentleman for his state-
ment.

And, without objection, other Members’ opening statements will
be included in the record.

Without objection, the Chair will be authorized to declare a re-
cess of the hearing.

And I would like to introduce our witnesses now, if we can.

We have just been called to vote. I do apologize. We have no con-
trol over the voting schedule. I will try to do your introductions, we
will step across the street for votes, and then we will come back
and go straight into the testimony. I know you have been very pa-
tient in waiting.

Our first witness is David Quam, director of the Office of Federal
Relations for the National Governors Association. Mr. Quam man-
ages NGA’s legal and advocacy efforts, working closely with gov-
ernors, Washington, DC, representatives, and NGA’s standing com-
mittees to advance the association’s legislative priorities. Prior to
working at NGA, Mr. Quam served as counsel on the U.S. Senate
Subcommittee on the Constitution, Federalism and Property Rights
for the Committee on the Judiciary.



Welcome.

Our second witness is Scott Mackey. Mr. Mackey is a partner at
Kimbell Sherman Ellis and assists clients in designing and imple-
menting successful strategies in State capitals. Prior to joining
KSE, Mr. Mackey was the National Conference of State Legislators’
chief economist.

Welcome to you.

Our third witness is Jerry Johnson, vice chairman of the Okla-
homa Tax Commission. Mr. Johnson was appointed vice chairman
of the Oklahoma Tax Commission in August 1997 and reappointed
to serve until his term expires on January 12, 2009. Mr. Johnson
is also the first vice president of the Federation of Tax Administra-
tors.

Our fourth witness is John Rutledge, senior fellow for economic
growth and technology for The Heartland Institute. Mr. Rutledge
is also a board member of the Progress and Freedom Foundation
and a senior fellow at the Pacific Research Institute. Additionally,
he is the chairman of Rutledge Capital, a private equity investment
firm.

Our final witness is Mark Murphy, a fiscal policy analyst for the
American Federation of State, County and Municipal Employees.
Mr. Murphy analyzes State and local budget and tax policies, fo-
cusing on tax expenditures, contracting, revenue adequacy issues
and the responses to budget deficits. Additionally, Mr. Murphy con-
ducts financial analysis of State and local governments for collec-
tive bargaining.

Welcome to all of our panelists. We appreciate your willingness
to participate in today’s hearing.

Without objection, your written statements will be placed into
the record, and we would ask that you limit your oral remarks to
5 minutes.

You will note that in front of you you have a lighting system.
You will get the green light when your testimony begins. At 4 min-
utes, you will get a yellow light, which will warn you that you have
got 1 minute left, and then you will get the red light. If you happen
to notice that the red light is on, please try to summarize and wrap
up your last sentence so we can move on to the next witness.

After each witness has presented his or her testimony, Sub-
committee Members will be permitted to ask questions, subject to
the 5-minute limit. And depending upon the number of questions
that are asked, we may go to a second round of questioning as well.

With that, I think this is a natural place to break so that we can
get across the street to vote, and when we come back we will jump
straight into the testimony. So, thank you.

[Recess.]

Ms. SANCHEZ. The Committee will come to order. As I stated, we
have Members trickling back from across the street, but we are
going to go ahead and resume our hearing.

And, with that, I would like to invite Mr. Quam to begin his tes-
timony.
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TESTIMONY OF DAVID C. QUAM, NATIONAL GOVERNORS
ASSOCIATION, WASHINGTON, DC

Mr. QuaM. Thank you, Madam Chairwoman, Mr. Cannon, Mem-
bers of the Subcommittee. Thank you for inviting the National Gov-
ernors Association to testify today.

My name is David Quam, and I am the director of Federal rela-
tions for the NGA. I am pleased to be here on behalf of the Nation’s
governors to discuss the organization’s perspective on the Internet
Tax Freedom Act, which expires this November 1st.

The bottom line for NGA is this: Although governors generally
oppose Federal interference with State authority to develop and
manage their revenue systems, NGA supports a temporary exten-
sion of the Internet Tax Freedom Act that clarifies the definition
of Internet access and does not further limit State authority or rev-
enues.

Since this is an oversight hearing, and as I heard you say there
would be several hearings on this issue, or other hearings on this
issue, NGA would urge the Committee to follow a few guidelines
when looking at this issue.

First and foremost, be clear. Definitions matter. Because this is
a bill that interferes with State and local revenues, it should be
carefully tailored to meet a specific purpose. Second, remain flexi-
ble. A temporary solution is better than permanent confusion.
Third, do no harm. Any extension of the moratorium should pre-
serve existing State and local revenues.

I will address each of those in turn with regard to the current
moratorium. First, be clear. The definition of Internet access is one
of the top issues for the Nation’s governors. That is because the
definition was written back in 1998, a time I think everyone would
agree when the Internet was much different than it is today.

The definition reads, the term Internet access means a service
that enables users to access content, information, electronic mail or
other services offered over the Internet. It continues by saying, and
may also include access to proprietary content, information and
other services as part of a package of services offered to users.

The definition is a problem really because of the second phrase.
Exactly what does it mean to be able to package other services?
Are there limits on what Congress meant by that phrase? Certainly
in 1998, in a time of dial-up, the number of services and goods and
products coming over the Internet was much different than it is
today.

Today, services can be and will be delivered in an increasing
fashion over the Internet, both telecommunications, television,
other entertainment services, goods and products. In 2007, retail
sales over the Internet are expected to exceed $252 billion. This is
a much different Internet than 1998.

NGA believes that the unlimited ability of providers to bundle to-
gether content and other services into a single tax-free offering rep-
resents a loophole in the definition that Congress should close.
Again, on the definitions, be clear.

Congress should be specific as to what is included. It is our posi-
tion that Congress did not intend that just because a service is of-
fered over the Internet that it should be tax-free. Rather, it is
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Internet access, the ability of a user to get to the Internet, that is
the key provision.

Second, stay flexible. Any extension should be temporary. This is
obviously a very big issue. This law has been extended several
times, but since 1998 and in every extension, the Internet has
evolved and grown into something that was not considered during
the last extension of this moratorium.

In 2004, the key issue was telecommunications, how to create
parity between DSL and cable when there was not parity from a
taxing standpoint. That bill addressed that issue. However, on the
horizon with VOIP service, would voiceover Internet replace tele-
communications, and could it be bundled under the definition and
the loophole that we described?

Ultimately, Congress decided to exempt VOIP to address that
issue. However, it has not solved the problem of the definition. A
temporary moratorium allows Congress, industry and State and
local governments another opportunity to review where this indus-
try stands, how has the Internet developed and how is it being
used?

This is one of the most dynamic industries in the United States.
It is succeeding beyond anyone’s imagination. The moratorium
itself is not the cause of that growth. Rather, it is the innovation
that comes with a new medium that is causing such explosive use
of the Internet. Also, if a moratorium is made permanent, there is
a slippery slope where other industries, seeking to preempt State
and local taxes, will seek their own moratoriums, with their own
preemptions of State laws.

It is very easy to try to come to Congress and ask for a one-stop
shopping to preempt the States rather than going and dealing with
those who have to make the decisions, State and local governments
and local officials regarding the revenue systems.

Ms. SANCHEZ. Mr. Quam, I am sorry, but your time has expired.
It goes quickly, I know.

Mr. QuaM. That is fine. Thank you.

[The prepared statement of Mr. Quam follows:]
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Chairwoman Sanchez, Ranking Member Cannon, and members of the Subcommitiee,
thank you for inviting the National Governors Association (NGA) to testify today.

My name is David Quarm, and | am the Director of Federal Relations for the NGA. Tam
pleased to be here on behalf of nation’s governors to discuss the organization's
perspective on the Infernet Tax Freedom Act (the ITFA”), which eXpires on November
1, 2007. ‘The bottom line is this: although governors generally oppose federal
interference with staté -aUthority develop. and manage: their revenue: systems, NGA
supports a temporary ‘extension of the Internet Tax Freedom Act that ciarifies the
definition of Interriet access and does not further limit state authority or revenues.

Background

Although the U.S. Constitution grants Congress broad authority to regulate interstate
commerce, the federal government, historically, has been reluctant to: interfere with
states’ ability to raise and regulate their own revenues. State tax sovereignly is a basic
fenet of our federalist system and is fundamental to the inherent political independence
and viability of states. For this reason governors generally oppose any federal
legisiation that would interfere with states’ sovereign ability to craft and manage their

owTi revenue systems.

The 1998 Infemnet Tax Freadom Act, which imposed a moratorium on state or focal
taxation of Intetnet sccess, is one-exception 1o longstanding congressional forbearance
when it comes to state tax issues. Designed to help stimulate this new technology by
making access o the Internet tax free, the moratorium inciuded three important
restrictions to protect states:
1. The maratorium applied only to new taxes — existing taxes on Internet access
were grandfathered,
2. The definition of “Internet access,” whilé broad, excluded telecommunications
services; and
3, The moratorium expired after two yesrs o allow Congress, states and industry
the opportunity to make ‘adjustments: for rapidly developing tschnologies and

markets.



In:2000 the original moratorium expired, but was extended through November 1, 2003,
with its protections for states still in place. In 2003, and 2004, Congress debated bills
that targeted state protections by proposing to eliminate the grandfather provision,
modify the f{elecommunications exclusion to address tax disparities between
telecommunications broadband services and those of the cable industry, and make the
moratorium permanent. Fortunately, the final bill retained several of the original state
protections including the grandfather ‘clause, an exception for taxes. on voice-over-
internet-protocol (VOIP) services, and an expiration date of November 1, 2007.

As Congress begins to consider changes to the ITFA, governors recomiviend that
mambers examing the scope of the moratorium in light of tachnological advancemenis;
update the |TFA's definitions to ensure they reflect congressional ‘intent and do not
unnecessarlly interfere with: state taxing authority; exterd the moratorium o a
temporary basis to respect state sovereignty and the ever-changing nature of the
internet: and retain the: original grandfather clause to preserve existing state and local

tax revernues,

Congress Should Clarify the Definition of “Internet Access”
A core concern for states is the potential breadth of the ITFA’s definition .of “Internet
access.” The current definition of Internet access states:

“fnternet dccess means a service that enables users to access content,
information, electranic fnall; or other services offered over the Internet, and may
also include access to proprietary content; information, and other services
as part of a package of services offered to users. Such term does not include
telecommunications services, except to the extent such services are purchased,
gsed, or sold by a provider of Internet access to provide: Internet ‘access.”
(Emphasis added)

The first sentence of the definitiors has not changed since 1998 and allows & provider of

internet access 1o bundis ‘proprietary content, information, and other services' together

3
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with access to make the entire offering tax free. NGA befieves that the unlimited ability
of providers {0 bundle together content and “other services” into ‘a single; tax-free
offering represents 2 loophole’ that could have the unintended effect of exempting
content, information or seivices from otherwise applicable taxes merely because they
are delivered over the internet.

The risk of states losing significant revenues from this provision has grown significantly
as broadband connections' have become more: common and companies have altered
Business, plans to deliver more-services over the Internet. Since 2007, the number of
high speed lines in the United States has risen from more than 9 million to nearly 65
millior with high-speed connections in the United States growing by 52 percent'in 2008
alone.”  Governors support the deployment of breadband services: because they
increase the ability of citizens to utiize the vast array of services and information
available online and are critical to our nation's economic growih and competitiveness.

As more consumers move online; Internet protocol fechnology is also making. more
senices available over the Internet. Forexample, a key issue of the 2004 ITFA debate
cenitered on whether VOIP would become & viable altlemnative to traditional phone
setvice.  Unlike fraditional telecommunications services, VOIP uses the Internet to
transriit voice communications batween computers, phones and other communications
devices. Today, analysts project that VOIP- subscriptions will top 18 milliony in 2009, a
dramatie rise from VOIP’s 150,000 customers in 26037  The concern in 2004 was
what would happen to the $23 billion state and local tax base for telecommunications
services if VOIP replaces telécommunications services-and were allowed fo be bundled:
with Internet access info a tax-free offering. Congress' solution during the last ITFA
extension was to specifically exempt VOIP from the moratorium. This solution,
fiowever, did not solve the problem of the underlying gefinition.

! Response of Kevin J. Martin, Chairman, Federal Commilnications Comimission, 1o pre-hearing
fuestions asked by the House Committee on Energy and Commerce, February 7,2007

? Telecommunications Industry Association's 2006 Telecommunications Market Review and Forecast,
February 27, 2008,

4
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The next major service moving to the Internet is video programming. Known as
Internet-protocol television {IPTV), this service represents another technological leap for
industry and challenge for the [TFA. Wotldwide, the annual growth rate of IPTV is
projected to exceed 92 percent, rising from 2.9 million subscribers in 2006 o 103 million
in 2011. The semvice brings together voice, Internet and entertainment services in'a
bundle marketed by some as a iriple-play.® Much like VOIP in 2004, if a service like
IPTV is packaged with Interiet access and exempted. from applicable taxes. it would
dreate tax disparities for competitors offering similar services and undermine: existing

state and local revenues.

The emergence of services such as VOIP and IPTV underscore the-need to clarify the
definition of what constitutes “Internet access™ so that the taxability of a good or service
is not determined by whether it can be bundled with Internet access and delivered over
the Internet. Although NGA supports having the moratorium apply to services related to.
providing access to the Internet such as email, Corigress should ¢lose the bundiing
joophole by specifying that the definition of “Internet access” applies ‘only to those
services necessary to connect avuser to the Internet,

Any Extension Should be Temporary

When the ITEA became law in 1998, it was passed as a temporary measure to assist
and riurture the Intemet in its commerclal infancy.. The Internet-of 2007 is far different.
it is @ mainstream meédium that has spawned innovation; created new industries and
improved services, What started as primarily. a -dial-up service available through a
handfut of providers, today is availabls through thousands of intemet service providsrs
using technologies ranging from high-speed broadband cable or Digital Subscriber Line

services, to wireless, satellite'and even broadband Internet access over power lines.

Commercial fransactions over the Internet have alsc exp{oded. A recent study by the
Natiorial Retail Federation concluded that Internet sales grew from $176 billion in 2005

3 Harrls, Jan, “IPTY. subscription to grow 92% year on year,” Platinax Smalt Business News, Aptil 18,
2007

5
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to $220 billion in 2008, a 25 percent jump. that outpaced projections.”  The survey
projects online sales for 2007 will jump 18 percent to $259 billion. According to one of
the survey's senior analysts, “[this strong growth is -an indicator that online retail is
years away from reaching @ point of saturation.”®

The rapid pace of innovation in the Internet and telecommunications industries makes it
difficult to define. accurately these complex and ever-changing services: Congress
made the original moratorium temporary it part for this reason: to provide: Congress,
industry and state and local governments with the ability to revisit the issue and make
adjustments where necessary 1o accommodate new technologies and market realities.
With continued questions as to the scope of the moratorium;, the ongoing evolution of
the Internst and its developing role in commerce, a temporary extension of the
moratorium remains the best way for Congress to avoid any unintended consequences

that may arise from & permanent moratorium.

Another réason to support a temporary extension is that making the moratorium
permanent would establish a troubling precedent that d%stcr{sk the -state-federal
relationship. As mentionsd previously, govemors generally oppose federal efforts 10
inferfare with state revenue systems because such intederence undermines-a states
sovereign authority 1o provide government services. A more immediate consequence of
a permanent ban on state taxes is the increased pressure Congress wollid receive from:
othier industries seeking similar preemptions of ‘state laws. Legisiation to’' impose a
moraterium on state and local cell phone taxes and efforts to dictate state nexus
standards for husiness activity taxes are recent examples of the types of preemptions.
strongly opposed by state and jocal governments that would be bolstered by passage of

a permanent moratorium:

* The State of Retailiig Online 2007 Shop.comiFatrestar Research Study, May 14, 2007.
5 Online Clathing Sales Surpass Computers, According to Shop.orghorrester Ressarch Study, viewed gt
wwwe:nif.com . (May 17, 2007):
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Congress Should Maintain the Moratorium's “Grandfather” Clause

NGA recommends that any extension of the moratorium presenve existing state and
tocal revenues by continuing the so-called grandfather clause for taxes imposed prior to
1998. The grandfather clause serves two purposes; first, as a protection for existing
state and iocal tax reveriue; and second, ds a means o preserve other state and local
taxes not specifically mentioned by the ITFA.

Today only nine states have direct taxes on internet access that ‘qualify for the
protection. of the 1998 grandfather clause. Those states  include Hawaii, New
Hampshire, New Mexico, North Dakota, Ohio, South Dakota, Texas, Washingtor and
Wisconsin. According to Congressional Budget Office-estimates from the 2004 ITFA
extension; eliminating the grandfather clause will cost those states between $80 million
and $120 milliori annually.. While these amounts may seem insignificant in terms of
federal dollars, balanced budget requirements at the stafe level require that any
unanticipated loss of revenues must be made up by either cutting services or raising
revenues. These losses also are high enough to make: the elimination of the
grandfather clause an unfunded federal mandate under the Unfunded Mandate Reform
Act. Any extension of the moratorium should therefore preserve the grandfather clause

soas niot to reduce existing state-and local tax revenues.

The grandfather clause also serves as an tmportant protection for all state and local
taxes that indirectly affect providers of internet access. Under the 1TFA, a “fax on
Interpet access’ means:

[A] tax on Internet access, regardless of whether such' tax is' imposed on &
provider of Internet access or a buyer of Internet access and regardiess of the
terminology used-to.describe the tax.”

Becauss a tax on Internet access inciudes both taxes on users and Internet-access
service providers, sofme experts interpret the moratorium as applying to both direct
taxes on Internet ‘access and indirect taxes such as business taxes on a provider of

{nternat access. In fact, the pre-1898 versions of the moratorium expressly excluded

7.
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certain indirect taxes such as income and property taxes from the moratorium. That
language was later dropped because the grandfather clause applies to all taxes on
Internet access in force before October 1, 10985 Although the 2004 extension does
preserve the ability of stales to impose a tax “levied upon of measured by net income;
capitol stock, net worth, or property value,” this list is not exhaustive. Pregervation of
the grandfather clause is imkportant because it aliows Corigress to avoid having to define
those direct taxes subject to the moratorium -and any other taxes that iie outside the

scope of the moratorium.

Conclusion

Governors remain sfeadfast in their insistence that decisions regarding state and local
taxation stould remain with state and local officials. The independent and sovereign
authorily of states to develop their own revenue systems is a basic tenet of self
govermnment and our federal system. As Congress considers ‘whether 1o ‘extend the
ITEA, NGA Urges mambers to honor state sovereignty by addressing the uncertainties
inherent in the everly broad definition of Internet access ‘and presetving the original

grandfather clause as partof a temporary extension.

¥ Mazerov, Michael, *Making the Internet Tax Freedom Act permanent in the formcurrently proposed
would lead to a substantial revenis lass for states and localties,” Center on Budget and Policy Priorities,
October, .20, 2003,

8
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Ms. SANCHEZ. We will get at some of those issues, I am sure, in
the questioning.
Mr. Mackey, would you please begin your testimony?

TESTIMONY OF SCOTT MACKEY,
KIMBELL SHERMAN ELLIS, MONTPELIER, VT

Mr. MACKEY. Thank you, Madam Chair, Mr. Cannon and Mem-
bers of the Committee. My name is Scott Mackey. I have been
working with the telecommunications companies, wireless compa-
nies, for the past 7 years at the State and local level to work on
elimination and rolling back of some of the discriminatory taxes on
telecommunications services.

Today, I am here to talk primarily about three things, first of all,
the permanent extension of the moratorium’s beneficial impact on
investment; secondly, a permanent moratorium and its beneficial
impact on continued efforts to try to close the digital divide and
make sure we keep Internet access affordable and don’t burden
some of our lower-income families with excessive taxes; and, third,
I would like to make a couple of comments about the 2004 amend-
ments and what the intent was and what some of the results have
been in the States, as some States have interpreted what Congress
did back in 2004.

On the first issue of the impact on investment, I am not going
to spend much time on it, because Dr. Rutledge is here and he
knows a lot more about this than any of us in the room. Just a cou-
ple of quick points. The Internet tax moratorium, the success of
that legislation and Congress’s foresight really speaks for itself.

The U.S. has been a global leader in attracting investments,
spurring high technology and innovation, both with applications
providers and with the Internet backbone itself. And I guess the
takeaway is that taxes do matter. You are going to hear that taxes
don’t matter, and I think that taxes do matter, and the other thing
that matters, and the other reason why a permanent moratorium
would be good for the U.S. economy is that stability matters to in-
vestors.

Investors need to know what the time horizon is going to be, and
they need to know that there is going to be a stable tax policy
going forward when they decide how to invest. And a permanent
moratorium would provide that kind of stability and it would pre-
vent the kind of thing that is happening, for instance, in Missouri,
where local governments are coming after telecom providers and
saying the tax that we have had for 50 years on local exchange
service, you should have been collecting that on wireless and you
should have been collecting it on other services. And they are actu-
ally making them go backwards in trying to get them to pay taxes
that were never intended to be on those services, and that is the
kind of instability that really hurts investment.

The second issue of the digital divide is one where we are finally
seeing the benefits of competition bringing down prices for high-
speed Internet access, and as a result we are seeing more and more
lower-to moderate-income families being able to afford Internet ac-
cess, which everyone is calling critical for our competitiveness in
the 21st century.
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So at a time when we are finally starting to make some progress
there, to allow a moratorium to expire and have new taxes be im-
posed on Internet access—and what we are talking about here are
not just sales taxes. We are talking about the excessive and dis-
criminatory taxes that States have been imposing on the tele-
communications industries for years, accused of being a monopoly.

There are ample examples of that happening, where States
through interpretations in tax departments and through legislative
decisionmaking could essentially impose these new discriminatory
taxes on Internet access. And the studies that have been done in
the late 1990’s by The Heartland Institute show that those tax bur-
dens are 2.5 times those imposed on sales taxes.

So there is a real threat if the moratorium were to expire that
you would see these excessive new taxes be imposed on Internet ac-
cess. And these are regressive taxes that hit low-income people the
hardest. And, finally, let me just make a quick comment about the
2004 amendments where the Internet access definition was mod-
ernized to try to address really two issues.

First was to try to bring parity between DSL and wireless Inter-
net access on the one hand and cable modem service on the other,
where because there was a telecommunications exclusion, those
services were being subject to tax by some States, where cable
modem service wasn’t. And I think that issue has primarily been
addressed, but there was a second thing that Congress was trying
to do by adding that language to the exclusion, and basically that
is try to stop States from saying, okay, we are not going to tax the
end user, we are going to essentially levy a backdoor tax on the
wholesale Internet telecommunications services that are purchased,
used or sold to provide Internet access.

And, therefore, the consumer wouldn’t see a tax on his bill, but
nonetheless they were being forced to pay and it was embedded in
the price. And we think Congress intended to stop that. There are
a handful of States who I think have interpreted it the way Con-
gress intended, but there are a larger number of States who are
interpreting as saying that we can still tax that telecommuni-
cations that is purchased, used or sold.

So I look forward to the question-and-answer. That is what I con-
centrated my prepared remarks on, and I again appreciate the op-
portunity to testify today. Thank you.

[The prepared statement of Mr. Mackey follows:]

PREPARED STATEMENT OF SCOTT MACKEY

Chairwoman Sanchez, Representative Cannon, and members of the subcommittee,
thank you for this opportunity to testify on an issue of real importance to millions
of consumers and businesses across the United States.

My name is Scott Mackey and I am an economist and partner at Kimbell Sher-
man Ellis LLP. Over the past seven years, I have worked as a consultant to major
wireless telecommunications providers seeking to reduce or eliminate excessive and
discriminatory taxes on communications services at the state and local level. I ap-
pear today on behalf of a broader coalition of Internet service providers, Internet
“backbone” providers, and Internet application and content providers—the “Don’t
Tax Our Web” coalition—to support a permanent extension of the Internet tax mor-
atorium.

Unless Congress acts, the Internet Tax Freedom Act will expire on November 1,
2007. I will focus on three important reasons why Congress should make the Inter-
net tax moratorium permanent:
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* First, at a time when state and local economic development experts are touting
broadband as critical to economic competitiveness, new taxes on Internet access
could have a chilling effect on broadband investment.

e Second, now that competition between different types of Internet access pro-
viders is lowering prices for consumers and making high-speed Internet ac-
cess more accessible and affordable to lower income households, regressive
new taxes on Internet access would create a new obstacle in efforts to close
the “digital divide.”

¢ Finally a number of states and localities are ignoring the will of Congress and
Congress therefore needs to make it clear once and for all that the transport
underlying the provision of Internet access and high speed Internet access is
covered by the moratorium on taxes on Internet access service. Otherwise, the
record is clear that states and localities will seek to avoid the moratorium on
Internet access taxes by imposing taxes on the underlying transport and high
speed Internet access. Recent studies of the taxation of telecommunications
services suggest that such transport taxes could be excessive and discrimina-
tory.

(1) Taxes on Internet access could have a chilling effect on investment in
broadband networks.

The Internet Tax Freedom Act was adopted by the Congress and signed into law
by President Clinton in 1998 to promote the availability of Internet access services
by avoiding excessive and inconsistent taxation of these services. Congress was
rightly concerned that high taxes and the administrative burdens of filing in thou-
sands of taxing jurisdictions would impose undue burdens on consumers and impose
a barrier to competitors and innovation.

The moratorium, by preventing the imposition of excessive telecommunications
and other taxes on Internet access, has been instrumental in promoting the rapid
development of high speed broadband networks and the web-based applications that
use these networks. Congress’ foresight in adopting the moratorium has benefited
the entire US economy by improving the productivity of American businesses and
lowering prices for consumers through competition.

For example, a recent study by the international technology consulting firm Ovum
and Indepen found that as much as 80% of the productivity growth in the entire
economy in 2003 and 2004 was due to just two sectors: communications and infor-
mation technology.!

Economists strongly discourage policymakers from imposing taxes on investment.
However, in the case of investments in the communications networks that make up
the backbone of the Internet, tax policies that discourage investment are especially
problematic because of the network benefits of advanced investments in the tele-
communications infrastructure. Network benefits are the economic benefits provided
by infrastructure investments—benefits that extend beyond the direct impact on the
affected industry and enhance growth throughout the entire economy.

The data are clear: investments that increase the speed and reach of communica-
tions networks improve the productivity of the businesses that use these networks
to conduct business every day. For this reason, tax policies that have the effect of
reducing investment in telecommunications networks have negative consequences
that extend far beyond the firms directly hit with the new taxes.

New taxes on Internet access, or discriminatory taxes on electronic commerce,
would impose significant new costs on purchasers of Internet access and purchasers
of goods and services that are delivered over the Internet. Higher prices for such
services would reduce sales, reduce company revenues, and thus lower the rate of
return on investments in communications networks and the applications provided
over them. In addition, new taxes would increase the cost of doing business for US
firms that increasingly rely on Internet-based applications and services as part of
their operations.

Much has been written in the last few years about the investments that our eco-
nomic competitors in China, India, and other nations are making in their commu-
nications networks. They recognize that broadband networks are crucial components
of a successful strategy to compete in a global economy.

Here at home, the Congress, our governors, state legislators, and local officials
also recognize the importance of broadband networks in an overall economic devel-
opment strategy. In my home state of Vermont, the General Assembly has just

1Lewin, David and Roger Entner. “Impact of the US Wireless Telecom Industry on the US
Economy,” Ovum and Indepen, Boston, MA, September 2005.
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agreed to a new program to borrow millions of dollars to expand broadband and
wireless coverage statewide by 2010.

Unfortunately, in many states, state economic development policy and tax policy
are not aligned. On the one hand, states subsidize broadband deployment while on
the other hand they impose excessive property and sales taxes on the equipment
necessary to provide broadband service. A review of current state tax policy suggests
that, notwithstanding the good intentions of state and local governments, economic
development priorities alone are not enough to prevent state and local governments
from pursuing tax policies that are counterproductive to economic growth.

Congressional approval of a permanent moratorium would send a clear signal to
the markets that long-term investment decisions will not be undermined by the im-
position of new taxes on Internet access or discriminatory taxes on electronic com-
merce. Such a strong, pro-investment signal from the Congress would help ensure
that these investments—which have had such an important role in US economic
growth and productivity over the last decade—will continue to be encouraged and
rewarded. It will send a signal to the markets to invest here, not abroad.

(2) Regressive new taxes on Internet access would hurt efforts to close the
“digital divide.”

The “convergence” that many in the industry have been touting for years is finally
here. In more and more areas of the country, consumers have choices. They can get
high-speed Internet access from a cable provider, DSL from a telecommunications
company, or WIFI or “3G” service from a wireless provider. Other technologies on
the horizon may provide even more competitive choices. The key to this consumer
choice is the availability of competing networks that reach the consumer.

As a result of competition, the price of broadband Internet access service has fall-
en in many markets. In those areas that still lack competition, the key to bringing
down prices for consumers is to get competing networks built and operating.

At the very time that the benefits of competition are coming to low- and moderate-
income households, the imposition of new taxes on Internet access would increase
prices and make broadband access less affordable. This would be especially problem-
atic if excessive state and local telecommunications taxes were imposed on the serv-
ice.

(3) Congress should act to ensure that the moratorium is not undermined
by state and local taxation

The Internet Tax Freedom Act’s moratorium on state and local taxes covers the
transport purchased, used, and sold by Internet access service providers to provide
Internet access and high speed Internet access. Nonetheless, some states and local-
ities have persisted in imposing taxes on Internet transport and high speed Internet
access. If left unchecked, such activities will undermine the moratorium. From an
economic standpoint, taxes on the transport component of Internet access are indis-
tinguishable from taxes on Internet access services. Both put the same upward pres-
sure on end user rates, deterring the growth of Internet access subscribership.

The willingness of states and localities to tax communications services at exces-
sive and discriminatory rates highlight the risk to consumers of indiscriminate new
taxes if the moratorium is not extended and its applicability to Internet transport
is not clarified once and for all.

In 1999, the Committee on State Taxation released a comprehensive study of the
state and local tax burden on telecommunications services.2 The study found that
consumers of telecommunications services paid effective state/local tax rates that
were more than twice those imposed on taxable goods sold by general business
(13.74% vs. 6%). Including federal taxes, the tax burden was nearly three times
higher than general business. In addition, due to the sheer number of different state
and local taxes imposed in many jurisdictions, the typical communications service
provider was required to file seven to eight times as many tax returns compared
to those filed by typical businesses (63,879 vs. 8,951 annually).

Unfortunately, with the exception of Virginia, states with excessive and discrimi-
natory taxes on telecommunications service have not reformed their taxes to reduce
the level of taxation imposed on these services to the same level imposed on other
competitive goods and services. The Heartland Institute released a new report this
month that found that consumers of cable TV, wireless and wireline phone service
paid an average of 13.5% in taxes, more than two times the 6.6% average sales tax
rate. The study found that the average household would pay $125 less in taxes per

2 Committee on State Taxation, “50-State Study and Report on Telecommunications Taxation.”
Washington, DC, 1999.



19

year if excessive taxes on cable TV and telecommunications were lowered to the
sales tax rate. The failure of most State and local governments over the past decade
to reduce excessive and discriminatory taxes on telecommunications services and
the efforts by some states and localities to circumvent the moratorium by taxing
telecommunications transport in blatant disregard of the moratorium heightens the
risk that, absent the moratorium, these excessive and discriminatory could be ex-
tended to Internet access. The moratorium was enacted to prevent this from hap-
pening, and this threat is as real in 2007 as it was in 1998. It is time to make the
moratorium permanent and to end the state grandfather clauses.

There is widespread agreement that, given the critical importance of education in
the global economy, broadband access is not a luxury but a necessity for American
families. Making the moratorium permanent and clarifying the scope of its applica-
bility would ensure that regressive state and local taxes do not impose another ob-
stacle on the ability of low-income families to prepare for and participate in the
global economy, particularly since only 16 states specifically exempt Internet access
from their sales or communications taxes.3

To summarize, making the Internet tax moratorium permanent will provide im-
portant social and economic benefits for American consumers and businesses. A per-
manent moratorium will send a strong, pro-investment signal to those entre-
preneurs that are looking to improve communications and commerce over the Inter-
net. It will prevent the imposition of expensive new taxes and administrative bur-
dens on businesses that conduct interstate commerce over the Internet. It will en-
sure that regressive new tax burdens are not imposed on lower-income American
families seeking to ensure that their kids are prepared for the global economy.

Madame Chair and members of the subcommittee, thank you again for the oppor-
tunity to testify on this important subject, and I respectfully urge you to pass a per-
manent extension of the moratorium.

Ms. SANCHEZ. Thank you. You came in right at the 5-minute
mark. Very good.
Mr. Johnson, please begin.

TESTIMONY OF JERRY JOHNSON, OKLAHOMA TAX
COMMISSION, OKLAHOMA CITY, OK

Mr. JOHNSON. Thank you, Madam Chairwoman and Mr. Cannon.

My name is Jerry Johnson. I am the vice chairman of the Okla-
homa Tax Commission. I am here today on behalf of the Federation
of Tax Administrators. FTA is an organization that represents rev-
enue departments in the 50 States, the District of Columbia, Puer-
to Rico and New York City.

The main point that I want to get across this afternoon is that
we would urge this Committee to use extreme caution whenever
you take action that infringes upon the rights of States to set their
own tax policy. In the state of Oklahoma, I have served in a couple
of capacities. For the past 10 years, I have been a member of the
tax commission, and prior to that I worked for the appropriations
staff of the State senate.

And, during my time working for the appropriations staff, I de-
veloped an appreciation for the demands that are placed on State
government and local governments for providing services. And I
know you are all aware of those demands at the Federal level, but
those demands are growing at the State level. And my time on the
tax commission, I have developed an appreciation for the demands
placed on State revenue systems and the States’ efforts to try to
keep those systems fair and broad, but also for those systems to try
to meet the needs of the services that are demanded in the States.

In Oklahoma, our governor and legislature recently made long-
term multiyear commitments to increase funding for education and

3AL, AZ, CO, CT, DC, FL, IA, MD, MA, MI, MO, NY, NC, PA, UT, VA.
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increase funding for roads. I think that is a very important thing
for our State, but it is also a very important thing for our country
that States are able to make those types of investments if we are
to compete.

And a concern that the States have is if this definition and if this
moratorium can be construed to greatly rolling back existing tax
revenues that States won’t have the revenues and the sources to
make those kind of investments. In Oklahoma, for example, not
only do we have a balanced budget amendment, but we have severe
constitutional restrictions on the ability of the legislature to raise
revenues.

There are two kind of fiscal problems I think that face the
States. One is we have economic upturns and downturns that mean
revenues go up and down. And I think States have done a very
good job of trying to deal with those. We have rainy day funds. We
use other one-time revenues to try to address those. But, to me, the
most significant problem facing the States is the long-term erosion
of the tax base.

As the economy changes and things shift to services or things
shift to the Internet or through Federal preemption, if our tax base
is eroded, then our ability to meet those demands is greatly dimin-
ished.

From the Federation perspective, as Congress continues the ex-
tension of the moratorium, we would ask you to consider three
things: one, we believe that the definition needs to be revisited and
reworked. We are very concerned that the definition goes beyond
the original intent and that the definition could be construed to be
much broader than intended and that would have serious con-
sequences on the ability of State and local governments to fund
necessary services.

The second thing is we think it is very appropriate to have a
temporary extension. In most instances when we are dealing with
Federal tax law, we have the IRS there or we have an executive
agency there to monitor the implementation of the law, to write
rules. That doesn’t exist in this case, and so we are concerned that
there needs to be that monitoring, that re-looking at the definition,
and as technology changes that the definition be brought up to date
to what was really intended by Congress.

And we think it is very appropriate for Congress to take that
oversight role and for Congress to come back and revisit the defini-
tion and make sure things are working the way you intended, and
so that is why we feel it should be temporary.

The third item is the grandfather clause. We think it is very im-
portant that the grandfather provision be retained because of pos-
sible other consequences on other taxes other than just access
charges that relate to the grandfather clause.

But, again, I thank you very much for the opportunity to be here
and look forward to answering questions.

[The prepared statement of Mr. Johnson follows:]

PREPARED STATEMENT OF JERRY JOHNSON

My name is Jerry Johnson. I am the Vice Chairman of the Oklahoma Tax Com-
mission and am testifying today on behalf of the Federation of Tax Administrators
of which I am First Vice President. The Federation is an association of the tax ad-
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ministration agencies in each of the 50 states, the District of Columbia, Puerto Rico,
and New York City. We are headquartered in Washington, D.C.

The Federation urges the Congress to refrain from enacting measures that abro-
gate, disrupt or otherwise restrict states from imposing taxes that are otherwise
lawful under the U.S. Constitution. The current prohibition on the imposition of
taxes on charges for Internet access as contained in the Internet Tax Non-
discrimination Act (the moratorium) is the type of law that should be avoided, espe-
cially on a permanent basis.

SUMMARY OF POSITION

The Federation urges Congress not to extend the Act because it is disruptive of
and poses long-term dangers for state and local fiscal systems. Moreover, the Gen-
eral Accountability Office and other researchers have found that the moratorium is
not effective in achieving its purported purpose of expanding the availability of
Internet access to the American public and bridging what has been termed as the
“digital divide.”

If, however, Congress believes the Act should be extended we believe there are
three principles that should be followed:

e The definition of “Internet access” in current law must be changed. As cur-
rently written, we believe that an Internet service provider could bundle vir-
tually all types of Internet services, content and information (some of which
may be currently taxable) into a package of “Internet access” and claim that
the state would be preempted from taxing any part of that package. The dan-
ger to state and local fiscal systems over the long term from the current ex-
pansive definition is considerable.

e Any extension of the Act should be temporary in nature. The nature of the
online world and the manner in which the public accesses and uses that
world continues to change rapidly. The long-term impact on state and local
finances is still evolving. Given what everyone acknowledges will be con-
tinuing rapid change, it seems only prudent that any extension be temporary
and that Congress revisit the policy and its impact in a few years.

e The provision of the Act preserving those taxes on Internet access that were
“generally imposed and actually enforced” prior to 1998 should be continued
if the Act is extended. The intent when the original Internet Tax Freedom
Act was passed in 1998 was not to disrupt existing practices and that commit-
ment should be maintained.

IMPACT OF THE MORATORIUM

Congress was responding to several concerns when it originally passed the Inter-
net Tax Freedom Act in 1998. Among these was that the Internet and electronic
commerce were “fledgling industries” that should be protected from state and local
taxation for fear that the taxes would be burdensome and complex and somehow
prevent the growth and survival of the industry. In addition, there was a belief that
preempting state and local taxation of charges for Internet access would provide a
financial incentive to U.S. households to subscribe to Internet services and would
encourage the Internet industry to deploy services to underserved areas.

While the goals are laudable, the economic evidence is that state taxation of Inter-
net access charges has little or nothing to do with the adoption of Internet services
by consumers or the deployment of services by industry. The Government Account-
ability Office (GAO) was required to perform a study on the deployment of
broadband service in the United States when the Moratorium was last extended.!
The key findings regarding taxes in their report reads as follows:

e “Finally, using our econometric model, we found that imposition of taxes was
not a statistically significant factor influencing the deployment of broadband.”

e “Using our model, we found that the imposition of the tax was not a statis-
tically significant factor influencing the adoption [by consumers] of broadband
service at the 5 percent level. It was statistically significant at the 10 percent
level, perhaps suggesting that it was weakly significant factor. However, giv-
ing the nature of our model, it is unclear whether this finding is related to
the tax or other characteristics of the states in which the households resided.”

1Government Accountability Office, “Telecommunications—Broadband Deployment is Exten-
sive throughout the United States, but It Is Difficult to Assess the Extent of Deployment Gaps
in Rural Areas” (GAO-06-426). In the GAO study, the term “deployment” refers to the offering
of broadband services by various types of providers and the term “adoption” refers to the use
of broadband services by consumers.
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GAO found that factors such as the education level of the head of a household
and the income of the household influenced the purchase of broadband services. A
household headed by a college graduate was 12 percentage points more likely to
purchase broadband than those headed by a person who did not graduate from col-
lege. High-income households were 39 percent more likely to adopt broadband than
lower-income households.

A study by economists at the University of Tennessee likewise found that taxation
of Internet access had “no empirical evidence that Internet access rates are lower
in state that have levied a tax on Internet access, all else being equal.” 2

Concern about the moratorium and its extension should not be interpreted as sug-
gesting that states and localities do not recognize the importance of the Internet in-
dustry and the benefits improved service and utilization can provide to the citizens.
The GAO report referenced earlier highlighted several examples of state and local
programs aimed a providing assistance and incentives for the deployment of Inter-
net technologies, including:

e The Texas Telecommunication Infrastructure Fund begun in 1996 that com-
mitted to spend $1 billion on telecommunications infrastructure.

e Connect Kentucky’s an alliance of technology-focused businesses, government
entities, and universities that work together to accelerate broadband deploy-
ment.

e Virginia Tobacco Indemnification and Community Revitalization Commission
is designed to stimulate economic development opportunities by encouraging
the creation of new technology-based business and industry.

DEFINITION OF INTERNET ACCESS

The current definition of Internet access was devised in large part in 1998 with
“dial-up Internet access” in mind. It has not kept pace with the manner in which
Internet technology and services and electronic commerce have evolved. While
changes enacted in 2004 did much to remove discrimination among various types
of Internet access providers, they did nothing to avoid a potential unintended ero-
sion of state tax bases.

The current definition of “Internet access”? effectively allows a broad range of
content, information and services to be bundled with Internet access and potentially
be considered as protected under the prohibition on the imposition of taxes on Inter-
net access. This results because the term “access” can be interpreted to mean a
“right to use,” meaning a “right to use” all the information, services and content on
the Internet as part of a package of access. The range of content and service that
can be bundled with Internet access is virtually unlimited. It includes all manner
of electronic books, movies, music, photographs, services, databases, information
services and the like.4

The current definition allows a growing proportion of the state and local tax base
to be effectively put “off limits” by federal legislation with such a broad definition
of Internet access. We do not believe this was the intent of Congress when it origi-
nally passed the Internet Tax Freedom Act nearly nine years ago.

If the current moratorium with the current definition of Internet access is made
permanent it would lead widespread tax avoidance and litigation that today does
not occur because it is temporary. The temporary nature of the moratorium deprives
companies of the long-term financial inducements to “push the edge of the envelope”
in interpreting the law to maximize their competitive advantage over “bricks and
mortar” businesses. If the current definition of Internet access were made perma-
nent there would be a considerable opportunity to gain a long-term competitive ad-
vantage over traditional businesses that cannot be realistically denied.

The current definition of Internet access poses an issue not only for state and
local governments, but also for significant segments of the private sector. Firms that
are providing content, video, or other services that compete with those provided by
Internet service providers will face a discriminatory and unfair competitive situation

2See also Donald Bruce, John Deskins and William F. Fox, “Has Internet Access Taxation
Affected Internet Use,” State Tax Notes, May 17, 2004, pp. 519-526.

3 Section 1105(5) of the original Internet Tax Freedom Act, at 47 U.S.C.A. § 1105(5), provides:
“The term ‘Internet access’ means a service that enables users to access content, information,
electronic mail, or other services offered over the Internet, and may also include access to pro-
prietary content, information, and other services as part of a package of services offered to
users. The term ‘Internet access’ does not include telecommunications services, except to the ex-
tent such services are purchased, used, or sold by a provider of Internet access to provide Inter-
net access.”

4The Moratorium’s accounting rule for separating individual fees would not come into play
because all of the bundled content would be considered “Internet access.”
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if those services when provided as part of Internet access are protected from state
and local taxation, but services provided outside a bundle that includes access are
subject to state and local taxes. The convergence of technologies and the consolida-
tion in the communications industry suggest that this discrimination will be a real
issue “sooner rather than later.”

The Federation has worked and continues to work to develop a definition of Inter-
net access that is acceptable to all parties and that is consistent with what we be-
lieve all parties actually understand the “intent” of the original bill to be. Our intent
is to craft language that will allow Internet access packages consistent with those
now offered to continue to be subject to the moratorium, but to avoid the bundling
of other products and services into the package.

We have worked with Committee staff and have reached out to the Internet in-
dustry to develop such language. We look forward to continuing that effort if an ex-
tension of the moratorium moves forward.

TEMPORARY EXTENSION

If the Act is to be extended, it should be done on a temporary, short-term basis—
even if the definition of Internet access is amended. A short-term extension would
insure that the Moratorium’s impact on state and local revenues is examined peri-
odically and that unintended consequences are not occurring. This is necessary be-
cause of the continuing expansion of Internet availability and the expanding array
of activities conducted on the Internet, which make it very difficult to predict the
impact of restrictions. It is also desirable to insure that the industry has not
changed in ways that somehow causes the moratorium to discriminate among Inter-
net service providers. It was this sort of discrimination among providers that was,
in fact, among the most contentious issues when the Act was last considered in
2003—2004. Finally, presuming a change in the definition of Internet access, it
would be advisable to review the impact of that change in the near- to medium-term
to insure that it is performing as intended.

PRESERVATION OF TAXES ON INTERNET ACCESS IMPOSED PRIOR TO 1998

Any extension of the Act should preserve the ability of those states currently im-
posing a tax on charges for Internet access to continue to do so if they so choose.
The stated intent when the original Internet Tax Freedom Act was passed in 1998
was not to disrupt existing practices. Given the economic evidence that taxation of
charges for Internet access has not impact on the availability or use of Internet ac-
cess by households in these states, we see no reason that commitment should not
be maintained.

Nine states currently impose taxes that are protected—Hawaii, New Hampshire,
New Mexico, North Dakota, Ohio, South Dakota, Texas, Washington and Wisconsin.
The Congressional Budget Office estimated that in 2003, these states collected on
the order of $120 million from their taxes on charges for Internet access. Repealing
the grandfathering protection would disrupt the revenue stream of these states—
each of which must maintain a balanced budget. Repealing the preemption would
constitute an intergovernmental mandate under the Unfunded Mandate Reform Act.

Preservation of the grandfather for pre-1998 taxes is an issue that is important
not only to these states. The grandfather also covers a variety of general business
taxes that may be imposed on a wide range of businesses (e.g., state and local gross
receipts taxes, unemployment taxes, taxes on machinery and equipment purchases,
real estate transfer taxes, etc.) that are not generally considered “taxes on Internet
access” but would be subject to challenge under the Act if the grandfather clause
is repealed.

CONCLUSION

We submit that the “fledgling industry” argument for Internet services in the
United States is no longer relevant. Electronic commerce is a mature and important
part of the U.S. and international economy. The continued moratorium on taxing
charges for Internet access should be evaluated. In our estimation, there has been
no showing that the purchase or supply of Internet access services in those states
that tax the services has been adversely affected. Neither has there been a showing
of an undue compliance burden on Internet service providers that would justify the
preemption. Continuing the preemption simply provides a special position for this
particular communications medium and unfairly shifts the burden of taxation on to
other activities.

If the preferential treatment of Internet access continues, three matters should
be addressed:
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e The scope of the preferential tax treatment (definition of Internet access)
needs to be limited to protect businesses that compete with Internet compa-
nies;

o The Act should be made temporary to insure periodic review of the Act and
its consequences; and

e The original commitment to those states imposing taxes on Internet access
should be continued.

Ms. SANCHEZ. Thank you, Mr. Johnson.
Mr. Rutledge?

TESTIMONY OF JOHN RUTLEDGE,
THE HEARTLAND INSTITUTE, CHICAGO, IL

Mr. RUTLEDGE. I will have to talk even faster.

Madam Chairwoman, Representative Cannon, Members of the
Committee, thank you for having me here to testify on this impor-
tant issue.

My name is John Rutledge. I am an economist, chairman of Rut-
ledge Capital, private equity investor in Greenw1ch Connecticut. I
am a senior research fellow at Heartland Institute and a number
of other think tanks. I am also a professor at the Chinese Academy
of Sciences and chief adviser to the governor of Haidian, which is
China’s Silicon Valley.

I was one of the authors of the U.S. Chamber of Commerce study
on telecom reform year before last, and I am one of the authors of
a study Heartland Institute released earlier this month on taxes
and fees on communications services, which I have appended to my
testimony.

Today, I want to focus on three simple things. First is that this
issue is important for productivity and jobs and growth, second,
that the key to jobs and growth is capital stock and the quality of
the communications network and, third, that communications net-
work capital is already heavily taxed. I will end up suggesting that
the extension is a good idea, that permanent taxes are always bet-

ter than temporary taxes, including this situation, that grandfather
clauses be removed over time

Ms. SANCHEZ. Pardon me, did you say permanent taxes or per-
manent moratoriums?

Mr. RUTLEDGE. Permanent taxes, permanent moratoriums, the
same, but a permanent moratorium is better. And that suggests
when the question comes up, what to tax, tax things that won’t
leave after you tax them. And what not to tax is the capital stock.

The communications network is not just a sector, it is the central
nervous system for all the other businesses in the economy. It is
what allows the workers to be productive and earn paychecks.
America is the most productive economy in the world.

Three-quarters of the enormous productivity gains since 1995 are
attributable to information technology and communication network
investments, based on numerous studies. They all point to growth
in jobs, incomes, productivity, from these investments, to lower
costs that have helped keep inflation and interest rates in line,
which helps people also buying homes and buying cars.

As an illustration we did for the U.S. Chamber of Commerce
study, telecom reform, which in general is what has happened over
the last year and a half, our results were that it would generate
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about $50 billion of capital spending, which is about what we have
gotten in the last 18 months, 212,000 jobs and $600 billion worth
of new GDP.

Modern communications networks are also the key to competi-
tiveness. We all know there is a Chinese delegation in town today,
led by Vice Premier Wu Yi. They are here to talk about trade and
competitiveness issues, but fighting over trade numbers, currencies
and exports and imports of physical goods is yesterday’s battle.

Today’s battle is energy. There is not enough of it to feed the
growing world economy. Tomorrow’s battle is going to be tech-
nology. It will be fought with communications networks and infor-
mation technology. The Internet tax moratorium has been a very
positive influence on capital spending on networks.

It is important that we now make it permanent in order to keep
investments in I.T. growing. Other countries are working hard on
this issue. China, for example, has just released a plan that sug-
gests that they can no longer deliver the 8 to 10 percent growth
their people demand with manufacturing, so they are switching
their investments over to information technology, communications
equipment, software, advanced education, and they are doing a big
job on it.

Communications and information technology is the only way
countries can improve productivity and raise pay without fighting
over energy. In the U.S., the sector is very heavily taxed. As you
will see in the study from Heartland, the average family pays $250
a year of taxes. Tax rates on telecommunications and cable TV
services are twice normal sales tax rates.

Tax rates vary widely across regions, across technologies and in
some cases are higher than sin taxes, beer, alcohol, liquor, tobacco
taxes. All of these happen during a period when the moratorium’s
been in place, so if you release the moratorium, I think you are
going to have very major tax increases and I think that is some-
thing that would be detrimental to productivity and growth.

Thank you.

[The prepared statement of Mr. Rutledge follows:]
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PREPARED STATEMENT OF JOHN RUTLEDGE

OVERSIGHT HEARING ON THE
“INTERNET TAX FREEDOM ACT: INTERNET TAX MORATORIUM”
SUBCOMMITTEE ON COMMERICAL AND ADMINISTRATIVE LAW
U.S. HOUSE OF REPRESENTATIVE COMMITTEE ON THE JUDICIARY
MAY 22, 2007

TESTIMONY OF DR. JOHN RUTLEDGE
Chairman, Rutledge Capital LLC, Cos Cob, Connecticut
Honorary Professor, Chinese Academy of Science, Beijing, China
Senior Fellow, Heartland Institute, Chicago, lllincis

Chairman Sanchez, Ranking Member Cannon, and members of the Subcommittee on
Commercial and Administrative Law, thank you for the opportunity to testify on this
issue of such importance to growth, jobs, productivity, and the competitiveness of U.S.
workers and companies in the global economy.

My name is John Rutledge. | am an economist and Chairman of Rutledge Capital LLC,
a private equity investment firm in Greenwich, Connecticut. |1 am a senior fellow at the
Heartland Institute in Chicago, lllinois, and | am an Honorary Professor at the Chinese
Academy of Sciences in Beijing, where | also advise the Governor of Haidian, China’s
Silicon Valley.

As further background on the subject of today's hearings, | was a coauthor of the 2005
U.8. Chamber of Commerce Study on Telecom Reform “Sending the Right Signals.” |
am also a coauthor of “Taxes and Fees on Communication Services,” a research study
released by the Heartland Institute earlier this month.

Today, | want to focus on three important reasons why | believe making the moratorium
on internet taxes permanent would be extremely beneficial for U.S. productivity, jobs
and growth and why doing so would help American workers and companies compete in
the global economy.

¢ The communications network is the key to jobs and growth.

¢ The communications network is the key to competitiveness.

¢ The communications network and services are already overtaxed.
All of these are reasons to make the internet tax moratorium permanent.

The nation’s communication network is not just another sector to be taxed and
regulated. It is the Central Nervous System of the overall economy, allowing all workers
and all businesses to share information that makes them more productive, improves the
quality of our products and services, lowers costs, and speeds delivery.

More than 75% of the remarkable gain in productivity that has increased jobs and
incomes since 1995 has been due to investment in communication networks and to the
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information technology that is transported across them. These productivity gains have
created jobs and increased real incomes for workers. They have also reduced costs
and kept inflation and interest rates low, making it more affordable to buy a home or
new car.

As an illustration of this impact, the U.S. Chamber of Commerce Study on Telecom
Reform concluded that a broad set of reform designed to spur investment in new
networks, many of which have now been implemented, would result in more than $50
billion of additional capital spending on communications networks. This increase in
investment would have a huge impact on economic growth, adding 212,000 jobs and
more than $600 billion of GDP and income over a five year period.

Modern high speed communications networks and innovative information technologies
will determine the competitiveness of American workers and U.S. businesses in the 21
Century and Global Economy.

We all know that a high level Chinese delegation, led by Vice Premier Wu Yi, is in
Washington today to discuss trade and competitive issues. Fighting over trade numbers
dominated by exports and imports of physical goods is yesterday’s battle.

Today’s battle is over energy. There is not enough energy to supply the needs of a
rapidly growing world.

Tomorrow'’s battle will be over technology. It will be fought with communications
networks and information technology. The country with the fastest, highest quality
communications network and the most innovative information technologies will win the
most jobs and the highest paychecks.

The internet tax moratorium has been a positive influence on U.S. investment. It is
important that we now make it permanent to keep investment high and keep American
capital at home where it can be used to create jobs and paychecks for American
workers.

QOther countries are working hard to pass us. China, for example, has decided they will
no longer be able to deliver the 8-10% annual growth their people demand without
running out of oil, gas and coal and without furthering fouling the air and water. Their
strategy, as revealed in their most recent plan, is to invest heavily in communications
networks, communications equipment, information technology, software, and advanced
education to train their people for tomorrow’s jobs.

Communications and information technology are the only way to improve productivity
fast enough to create jobs and rising incomes without coming into conflict with other
nations over scarce supplies of energy and other resources

In the U.S., the communication network is already overtaxed. Ending the internet tax
moratorium, would result in further major increases in communications taxes with
extremely negative impact on investment and growth.
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The Heartland Institute study “Taxes and Fees on Communication Services,” which |
helped write, examined taxes and fees on communications services in 59 cities across
America. The study found that:

The average household pays $250 per year in taxes on communications
services, including landline, wireless, VOIP, cable and internet access.

The average tax rates on communications services is 13.5%, more than twice the
average rate of 6.6% of all other goods and services.

If communications tax rates were no higher than general tax rates applied to
other goods, the average household would save $10.48 per month or $125.79
per year.

The total annual tax burden is $37 billion dollars.

Tax rates impose a major burden on low income households, which pay 10 times
as much in communication taxes as high income households as a share of
income.

Tax rates vary widely across technologies and across the country even for the
same services.

Some communications tax rates exceed “sin” tax rates. In Jacksonville, Florida,
for example, households pay 33.24% wireless taxes, higher than beer (19%),
liquor (23%) or tobacco (28%).

All of the above has taken place during the period when the internet tax
moratorium has keep state authorities from taxing internet access or imposing
multiples or discriminatory taxes on internet services.

For these reasons, | support making the internet tax moratorium permanent and
removing grandfathered tax authority over a reasonable period.

Thank you very much.

John Rutledge
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Executive Summary

1.

Taxes and Fees on
Communication Services

A new study by David Tuerck, Paul Bachman, Steven Titch, and John
Rutledge finds taxes and fees imposed on cable TV and phone services in
59 U.S. cities cost the average household approximately $250 a year.
Communication services are taxed at twice the average rate of other
products and impose a major burden on consumers and low-income
households in particular. Taxes also vary considerably from state to state,
from service to service, and according to the technology used to deliver
otherwise-similar services. Local, state, and national governments can take
actions to make communication taxes lower and more uniform

Communication services are heavily taxed.

Communication services today consist of voice, video, and Internet access services delivered over
telephone wires, cable TV lines, or wirelessly (via point-to-point signal transmission or satellite).
Consumers of voice and video services pay substantial taxes and fees. This study found:

The total average monthly cost of taxes and fees on cable TV and phone calls (wireline and
wireless) for the 59 cities studied for this report is $20.51, an effective rate of 13.52 percent. The
burden on all communication services (including Internet access) ranges from a low of $10.93 (5.81
percent) in Lansing, Michigan to a high of $34.27 (18.22 percent) in Jacksonville, Florida.

Cable video subscribers pay, on average, $6.12 a month in taxes and fees, an effective rate of 11.69
percent. Lansing, Michigan and Carson City, Nevada impose the lowest burdens while cable
subscribers in Charlotte, North Carolina and Tallahassee, Florida pay the highest rates.

Wireline telephone subscribers pay, on average, $8.50 per month in taxes and fees, or 17.23
percent. Subscribers in Billings, Montana experience the lowest burdens while those in Jacksonville,
Florida pay the highest rates.

‘Wireless telephone subscribers pay, on average, $5.89 per month in taxes and fees, a rate of 11.78
percent. The lowest burdens are in Carson City, Nevada and the highest are in Omaha, Nebraska.

Broadband Internet subscribers pay, on average, $0.29 a month in taxes and fees if they use a
Digital Subscriber Line (DSL) and $0.23 a month if they use a cable modem to access the Internet,
for an effective tax rate of 0.71 percent on both types of service.
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2. The methodology used for this study.

The Heartland Institute contracted with the Beacon Hill Institute (BHI) at Suffolk University in Boston,
Massachusetts to collect data for the 50 largest cities in the U.S., measured by population, and the
nation’s 50 state capital cities. BHI was able to collect complete data for 59 of these cities. BHI
identified the taxes and fees, calculated the dollar value and effective tax rates for each, and summed the
values by service (video, voice, and Internet access) and technological platform (cable, wireline, and
wireless). Data on prices and monthly bills for cable, wireline, and wireless phone services came from
Federal Communications Commission reports. Data regarding cable video services were collected by
BHI from local officials and franchise agreements.

BHI’s data source for taxes and fees applied to wireline telephone services was a 2004 study by the
Council on State Taxation (COST) updated using proprietary information provided by the Coalition to
Reform and Reduce Excessive Communication Taxes (CORRECT), a group of major companies from
the wireline, wireless, and cable communication industries.

3. Taxes and fees on communication services vary considerably.

Taxes and fees on communication services vary greatly from city to city, from one communication
service to another, and depending on the technology used to deliver otherwise-similar services. A
typical phone call placed with a wireline phone is taxed at 17.23 percent, while a call placed over a cell
phone and billed at the same rate is taxed at 11.78
T . L percent. If placed using a Voice over Internet Protocol

axes and fees on communication . p g - C

. . . (VoIP) service like Vonage (the “digital phone

Services vary great_]y from C]ty_ 10 CItY, | services increasingly offered by cable companies), the
from one communication service to call in most states isn’t taxed at all.
another, and depending on the
technology used to deliver otherwise-
similar services.

A typical pay-per-view movie ordered through a cable
TV box is taxed at 11.69 percent, while the same
movie downloaded over the Internet using a service
such as Vongo is not taxed. The new video services
being offered by wireline phone companies will probably be taxed at 5 or 6 percent.

Time spent on the Internet using a broadband connection is not taxed, except in the eight states with
grandfathered taxes, but the same amount of time spent on the Internet using a wireline dial-up
connection is taxed as heavily as a wireline phone call, an average of 17.23 percent.

The seeming absurdity of the current tax and fee regime is growing worse over time as people
increasingly watch videos on their cell phones, place calls using their cable modems, and connect to
the Internet with devices ranging from personal computers to cell phones to iPods.

4. Communication taxes are twice as high as taxes on other goods.

According to the Tax Foundation, the national average retail sales tax rate (combining local, county, and
state sales taxes, weighted by personal income) is 6.61 percent. Taxes and fees on cable TV and
telephone subscribers average 13.52 percent, twice as high. In other words, telephone calls and cable
services are taxed at two times the rate as clothing, sporting goods, and other household products.
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Taxes and Fees on Communication Services 3

The average household in the U.S. pays $20.51 per month ($246.10 a year) in taxes and fees on cable
TV and telephone services. If communication taxes and fees were no higher than the general sales tax
applied to other goods, the average household would pay only $10.03 per month ($120.30 a year) in
communication taxes and fees, for a savings of $10.48 a month ($125.79 a year).

A closer examination of taxes and fees in 11 major cities confirms the disparity: Taxes and fees on cable
TV and telephone calls in those cities average 14.77 percent while sales taxes imposed on most goods
and services averaged only 7.58 percent, about half as high. Communication taxes and fees in those
cities are 164 times as high as taxes on medicine and about 13 times as high as taxes on food.

In several cities, even so-called “sin taxes” are lower than communication taxes and fees. In
Jacksonville, Florida, taxes and fees on wireline phone service (33.24 percent) are higher than taxes on
beer (19 percent), liquor (23 percent), and even tobacco products (28 percent). In Chicago and Los
Angeles, taxes and fees on wireline phone service also are higher than taxes on beer and liquor, though
not tobacco products.

5. Communication taxes and fees impose a heavy burden on consumers.

Taxes and fees on communication services impose a heavy burden on consumers and distort consumer
choices and investment decisions, resulting in large and unnecessary social costs. In addition, excessive
taxes and fees reduce capital spending on the country’s communications network, which reduces
productivity, output, and employment.

B A $37 billion annual burden: The national Th . | | burd bl
annual burden on cable TV and telephone ¢ national annual burden on cable

customers (estimated by multiplying average v a“d_ telephone consumers 1:5 )
monthly taxes by 12 and then by the numbers of approximately $37 billion. Thisis a
franchise cable, wireline, and wireless customers massive redistribution of wealth from

inthe U.S.) is approximately $37 billion. Thisisa | consumers to government treasuries.
massive redistribution of wealth from consumers

to government treasuries.

B The poor pay more: Communication taxes and fees are regressive with respect to income: Their
rate as a percent of household income declines as household income rises. Taxes and fees on cable
TV and telephone services consume about 1 percent of the annual income of low-income
households, 0.5 percent of median-income households, and only 0.1 percent of incomes of
households in the top income quintile.

B Distortion of consumer choices and investment decisions: Taxes and fees on cable television
services reduce consumer demand for cable television by between 17.5 percent and 35 percent.
Taxes and fees on wireless telephone services reduce the number of wireless phone customers by
between 5.1 and 8.4 percent and the number of minutes used by between 13.3 and 15.3 percent.
Taxes and fees cause an annual “deadweight loss” to society of more than $11 billion.

6. Policymakers can act to protect consumers.

Policymakers at the local, state, and national levels have opportunities to reduce taxes and fees on
communication services and make them more uniform.
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4 Taxes and Fees on Communication Services

B Local reforms: Repealing local cable franchise rules would benefit consumers. According to the
Government Accountability Office, basic service cable fees “were approximately 16 percent lower
in areas where a second cable company — known as an overbuilder — provides service.” The net
annual social benefit of competition in cable markets nationwide would total $2.9 billion

B State reforms: States can replace, reform, or eliminate video franchise laws, following the example
of such states as Texas, which in August 2005 became the first state to pass legislation creating

statewide franchising. Since then, nine more states

States can follow the lead of Florida (Arizona, California, Indiana, Kansas, Michigan,

R R R . New Jersey, North Carolina, South Carolina, and
and Ohio by adoptl}lg legISIaUOn th%t Virginia) have passed similar legislation. States also
lowers and streamlines communication | can follow the lead of Virginia and Ohio by adopting
taxes. legislation that lowers and streamlines
communication taxes.

B National reforms: In March 2007, the FCC issued an order requiring local governments to decide
on video franchise applications within 90 days and prohibiting build-out requirements and other
nonprice concessions that may block or delay entry by competitors. This is a good start. Bills to
federally preempt local franchising authority have been introduced in Congress. The national
government can adopt legislation prohibiting discriminatory sales, use, or business taxes on
communication services and can reform the Federal Universal Service Fund, which unnecessarily
costs consumers billions of dollars a year.

7. Conclusion

Taxes and fees imposed on cable television and telephone subscribers in the U.S. are twice as high as
general sales taxes on other goods and they vary significantly from city to city, by type of service, and
by the type of technology used to access otherwise-similar services. These taxes impose a heavy burden
on consumers both directly — $37 billion a year in taxes collected — and also indirectly — a “deadweight
loss”™ to society of more than $11 billion a year.

High and discriminatory taxes and fees are legacies of earlier technology and public policy choices.
Policymakers should bring public policy up-to-date with the changes that have transformed the
communication arena. To reflect today’s technological and market realities, communication taxes ought
to be cut, simplified, and made uniform across different technology platforms. Some states have already
taken the lead in enacting needed reforms; other states should follow.

The national government has started to act in this arena, with the FCC ruling that local cable franchise
policies should not discourage entry by new competitors in the video marketplace. But it also could do
more. It could preempt local and/or state video franchising authority and forbid national, state, and local
governments from imposing taxes on communication services higher than they impose on other goods
and services.

Based on David Tuerck, Paul Bachman, Steven Titch, and John Rutledge, “Taxes and Fees on Communication Services,”
Heartland Policy Study #113 (Chicago, IL: The Heartland Institute, May 2007). Copies of the 45-page study are available for
$20 each. Permission is granted to reprint or quote from this Executive Summary, provided appropriate credit is given

© 2007 The Heartland Institute. Nothing in this Heartland Executive Summary should be construed as reflecting the views of
The Heartland Institute, nor as an attempt to aid or hinder the passage of legislation. Questions? Contact The Heartland
Institute, 19 South LaSalle Street #903, Chicago, IL 60603; phone 312/377-4000; fax 312/377-5000; email
think@heartland.org; Web http:/Awvw.heartland.org
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May 2007

Taxes and Fees on
Communication Services

By David Tuerck, Ph.D., Paul Bachman,
Steven Titch, and John Rutledge, Ph.D.!

1. Introduction

Communication services today consist of voice, video, and Internet access services delivered
over telephone wires, cable TV lines, or wirelessly (via point-to-point signal transmission or
satellite). In the past, each service relied on a different technology, allowing it to be purchased,
regulated, and taxed separately. Today, all three can be delivered via all three technological
platforms and are often offered in packages combining several different services using one or
more platforms.

Cable television and telephone subscribers Figure 1

pay hefty taxes and fees on these services, Average Monthly Bill, Taxes Paid, and

while Internet access is largely untaxed. The Tax Rate on Communication Services

burden on telephone and cable subscribers

in 59 cities for which complete data are Service M;mhly=Bi" Average _;_‘ax rage

available is 13.52 percent. (See Figure 1.)

This is more than twice the average general Cable TV $52.36 | 11.69% $6.12

sales tax paid on other goods (6.61 percent). Wireline Phone $49.33 | 17.23% $8.50

This reps)rt d'ocumen'ts taxes an,d fees 0'1’1 Wireless Phone $49.88 11.78% $5.89

communication services, describes their

destructive consequences, and calls for tax Subtotel $15167 | 1352% | $2051

and regulatory reform. Internet Access $36.50 0.71% $0.26
Total $188.17 | 11.04% $20.77

Taxes and fees on communication services

also vary greatly from city to city, from one
communication service to another, and

! David Tuerck, Ph.D., is executive director of the Beacon Hill Institute (BHI) and professor and chairman
of the Department of Economics at Suffolk University in Boston, Massachusetts; Paul Bachman is director
of research at the Beacon Hill Institute; Steven Titch is a senior fellow of The Heartland Institute and
managing editor of /T&T News, John Rutledge, Ph.D., is a senior fellow of The Heartland Institute and
chairman of Rutledge Capital, a private equity investment firm.

© 2007 The Heartland Institute. Nothing in this report should be construed as necessarily representing the
views of The Heartland Institute nor as intended to aid or oppose passage of legislation. For more
information about The Heartland Institute, see page 45 of this report.
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depending on the technology used to deliver otherwise-similar services. These variations make
little sense and often are the legacy of tax and regulatory decisions made before the advent of
modern communication technologies.

Some taxes and fees are imposed onfy on communication services. The principal ones are listed
in Figure 2. Most states and cities also impose general sales taxes and other taxes and fees on
voice and video communication services, but not on broadband Internet access.

Figure 2
Principal Taxes and Fees
Imposed Only on
Communication Services

Video
Franchise Fee
Access Fee
FCC User Fee

Voice

Federal Universal Service Fund
911 Tax

City Telecom Tax

TDD (deaf tax)

State Universal Service

This study did not take into account corporate income or
property taxes, even though communication companies pay
those as well. Also excluded are nonprice concessions, such
as non-repeating capital grants paid by cable companies and
the cost of radio spectrum licenses paid by wireless
companies. The 3 percent federal excise tax is excluded from
wireless phone bills entirely and from the long distance
portion of wireline phone bills. Part 2 of this report
summarizes these and other methodological issues.

Parts 3 - 6 of this report documents the taxes and fees paid
by communication service subscribers for each of 59 cities
for which data were available. The entire database is
available on two Web sites, www heartland.org and
www.beaconhill.org.* Some highlights include:

B Cable television subscribers pay, on average, $6.12 a month in taxes and fees, or 11.69
percent of the average monthly subscription cost. Lansing, Michigan and Carson City,

Nevada impose the lowest burdens while cable subscribers in Charlotte, North Carolina and
Tallahassee, Florida pay the highest rates.

Wireline telephone subscribers pay, on average, $8.50 a month in taxes and fees, or 17.23
percent of the average monthly telephone bill. Subscribers in Columbus, Ohio pay the least
in taxes and fees while those in Jacksonville, Florida pay the highest rates.

Wireless telephone subscribers pay, on average, $5.89 a month in taxes and fees, or 11.78
percent of the average monthly bill. The lowest burdens are in Carson City, Nevada and the
highest are in Omaha, Nebraska.

Broadband Tnternet subscribers pay, on average, $0.29 a month in taxes and fees if they
use a Digital Subscriber Line (DSL) or $0.23 a month if they use a cable modem to access
the Internet, for an imputed rate of 0.71 percent for both types of service. State and local
taxes on Internet access are banned by the Internet Tax Freedom Act in all but eight states
and some cities in Colorado, where preexisting Internet access taxes were “grandfathered.”

2 The authors plan to update data in the tables frequently and to issue new editions of this report
occasionally. Persons with new information are invited to contact the authors at the email addresses

provided at the end of this report.

2-
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B The total average monthly cost of taxes and fees paid by household with cable TV, wireline
and wireless phone, and Internet access is $20.77, or 11.04 percent of the average monthly
bill. The burden ranges from a low of $10.93 (5.81 percent) in Billings, Montana to a high of
$34.27 (18.22 percent) in Jacksonville, Florida. Because broadband Internet access is rarely
taxed, removing it from our calculations lowers the average monthly burden only slightly, to
$20.51, but raises the effective rate to 13.52 percent.

Part 7 shows how taxes and fees on communication services vary considerably by type of service
and choice of electronic device used to receive the service. For example, average taxes and fees
on wireline voice service are fwenty fimes higher than taxes and fees paid on Voice over Internet
Protocol (VoIP) service. Taxes and fees on video service from a cable company are likely to be
more than double the taxes and fees on the same video service offered by telephone companies
over their new fiber-optic and TP video networks.

Part 7 also finds communication taxes and fees are very high compared with general sales taxes
imposed on other goods. The average general sales tax on other products is 6.61 percent, less
than half the 13.52 percent paid on cable television and phone calls. The average household
would save $125.76 a year if taxes and fees on cable television and phone calls were the same as
average general sales taxes on clothing, sporting goods, and household products.

Taxes and fees on telephone calls and
cable TV often approach and even exceed The average household would save

taxes on liquor and tobacco. For example, | §$125 76 a year if taxes and fees on cable
taxes and fees paid by the average wireline television and phone calls were the same

telephone subscriber in a sample of 11 as veneral sales taxes on clothin
cities is higher than the average tax on & &

beer. Tn Jacksonville, Florida, taxes on sporting goods, and household products.

beer, liquor, and tobacco are all lower than
taxes and fees on wireline phone service.

Part 8 examines the negative impact of high and discriminatory communication taxes and fees,
and finds they pose a heavy burden on consumers and distort consumer choices and investment
decisions. Consumers pay approximately $37 billion a year in communication taxes and fees.
Low-income families pay ten times as much as upper-income families do as a percentage of their
annual incomes.

Part 9 discusses what policymakers can do to improve the situation. Local and state governments
can repeal, reform, or replace cable franchise laws that restrict competition and consumer choice;
states can reduce and streamline taxes on communication services; and the national government
can preempt state and local franchising authority, ban discriminatory taxes on communication
services, and reform the Federal Universal Service Fund to reduce its cost.

Part 10 contains brief concluding remarks. Appendix 1 presents more detail on methodology,
and Appendix 2 contains data used to calculate the national average general sales tax rate.
Finally, at the end of the study are biographies of the authors, acknowledgment of persons who
participated in the peer review process, and descriptions of the sponsoring organizations.
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2. Methodology

The Heartland Institute commissioned the Beacon Hill Institute at Suffolk University (BHI) to
conduct a survey of taxes and fees imposed by federal, state, and local governments on cable,

wireline, and wireless communication service subscribers for a sample of U.S. cities. Figure 3
shows the nine sets of services and representative devices covered in this report.

Figure 3
Selected Types of Communication
Services and Devices
Voice Video Internet Access
Wireline Traditional telephone (PSTN- Internet Protocal TV (IPTV), Dial-up (not broadband)
public-switched telephone FiOS (Verizon), and U-verse . } .
network) (AT&T) Digital Subscriber Line (DSL)
Voice over Internet Pratacol Broadband over Power Lines (BPL)
(VoIP)
Wireless Cellular phone Direct Broadcast Satellite (DBS) | Satellite Internet
™V
Voice over Internet Protocol WA-Fi
(VolP) over Wi-Fi Mobile Video
MMDS (Clearwire)
Satellite (mostly specialized Multichannel Multipoint
government and commercial Distribution Service (MMDS) Cellular (EV-DO, GSM)
applications) Wi-Max (in development)
Cable Voice over Internet Protocol Multi-channel Cable TV Cable Modem
(VolP)

BHI sought data for the 50 largest cities in the U.S., measured by population, and the nation’s 50
state capital cities.> BHI was able to collect complete data for 59 of these cities.

BHI identified the taxes and fees, calculated the dollar value and effective tax rates for each, and
summed the values by service (video, voice, and Internet access) and technological platform
(cable, wireline, and wireless). Data on prices and monthly bills for cable, wireline, and wireless
phone services came from Federal Communications Commission reports.*

Data regarding cable video services were collected by BHI from local officials and franchise
agreements. Generally the data are for the year 2005,

3 The cities were chosen to take advantage of databases created by previous research and to encompass
a large percentage of the nation’s population while also capturing the situation in smaller cities.

*Fce, “Annual Report and Analysis of Competitive Market Conditions With Respect to Commercial
Mobile Services,” 11th Report, September 29, 2008, p. 69 and Table 10 on p. 108,
http://hraunfoss.fcc.gov/edocs_public/attachmatch/FCC-08-142A1 pdf [accessed March 17, 2007]; FCC,
Report on Cable Industry Prices, February 4, 2005, http://hraunfoss.fcc.gov/edocs_public/attachmatch/
FCC-05-12A1.pdf [accessed July 28, 2006], and FCC, Stafistics of the Long Distance Telecommunica-
tions Industry Report, May 14, 2003, hittp://www.fcc.gov/Bureaus/Common_Carrier/Reports/FCC-State_
Link/IAD/Idrpt103.pdf [accessed July 28, 20086].
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BHI's data source for taxes and fees applied to wireline telephone services was a 2004 study by
the Council on State Taxation (COST)’ updated using proprietary information provided by the
Coalition to Reform and Reduce Excessive Communication Taxes (CORRECT), a group of
major companies from the wireline, wireless, and cable communication industries. The
coalition’s members separately compiled tax and fee information relevant to their own
circumstances, and then estimated the projected taxes and fees paid by other communication
service providers in their segments of the industry. This information was submitted to counsel
for the coalition under a claim of privilege and aggregated by counsel to produce a database that
was then given to BHI researchers under a confidentiality agreement. These data are generally
for the 2004 and 2005 tax vears.

The authors took into account criticisms of the COST study made by a coalition of local
government associations,® as explained in Appendix 1.

Additional data on taxes and fees imposed
on wireless service were taken from a 2004 | This study and its complete data set are
study on wireless communication service by posted on the Web sites of The

Scott Mackey,” who provided updated Heartland Institute (www.heartland.org)
numbers for 2005. Those numbers, in turn, and the Beacon Hill Institute

were verified by local and state officials b hill
contacted by BHI researchers. (www beaconhill.org).

Paul Bachman and David Tuerck of BHI

then worked with two Heartland senior fellows, Steven Titch and John Rutledge, to produce this
summary and interpretation of the BHT database. The study then was edited and put through peer
review by Heartland’s president, Joseph Bast. Persons who participated in the peer review are
identified on pages 43-44. This study and its complete data set are posted on the Web sites of
The Heartland Institute (www heartland org) and the Beacon Hill Institute

(www beaconhill org).

3. Cable Video Services

Franchise fees, access fees, and initial capital grants are the three most prominent industry-
specitic fees imposed on cable companies offering video service. In addition, state and local
sales taxes, public utility taxes, and other transactional taxes often apply to these companies.
Cable franchise agreements often are long documents that require additional perks and benefits
to local governments and nonprofit organizations such as cash grants, free studios, free

3 Telecommunications Tax Task Force of the Council on State Taxation, “2004 State Study and Report on
Telecommunications Taxation,” Washington, DC, March 2005.

¢ “ocal Government Perspective on Telecommunications Taxes: A Response to Industry’s 2004 COST
Study,” Summer 2006, http:/Avww.gfoa.org/documents/TelecomTaxBriefing_FullReport.pdf.

" Scott Mackey, “The Excessive State and Local Tax Burden On Wireless Telecommunications Service,”
State Tax Notes (July 2004): 181-194.
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equipment, or free services.

The original intent of cable franchise fees was to impose a fee on cable companies for the use of
public rights-of-way. Over time, franchise fees became a significant source of general revenues
for many cities. The rationale for these fees is discussed in Part 9 of this report.

To protect cable customers from high and

The 5 percent franchise fee “acts as an
excise tax on services sold by
companies that hold cable franchises™

discriminatory taxes imposed by local
governments, the Federal Communications
Commission (FCC) established a formula for

determining franchise fees based on a
percentage of “gross video revenues” derived
from the franchise area. The fees are capped
at 5 percent, but some local franchising
authorities define “gross video revenues” expansively to include local advertising revenue and
commissions paid to cable operators from home shopping networks.

and is passed through to consumers the
same way other transactional taxes are.

The 5 percent franchise fee “acts as an excise tax on services sold by companies that hold cable
franchises™ and is passed through to consumers the same way other transactional taxes are. Fees
that genuinely reflect costs incurred by municipalities due to the use of public rights-of-way
should not be counted as taxes, and when so identified were removed from these totals.

Capital grants and other nonprice concessions significantly raise prices and impose other costs
on consumers. A study done in the 1980s estimated nonprice concessions accounted for 26
percent of the cost of building cable networks and 11 percent of operating expenses.” The FCC
recently determined that such concessions are large and pose “undue burdens upon potential
cable providers.”!® The estimated welfare loss caused by taxes, fees, and capital grants and other
nonprice concessions imposed on cable companies is addressed in Part 8.

Methodological problems, however, prevent the authors from including capital grants and other
nonprice concessions in estimates of monthly taxes and fees paid by consumers. Grants and
other nonprice concessions tend to act as sunk costs, which cannot be avoided and do not vary
with output. Sunk costs are not entirely passed through to consumers in the form of higher
prices. Some of the cost is absorbed by cable firms in the form of lower profits, and some takes

s Jerry Ellig and Jerry Brito, “Video Killed the Franchise Star: The Consumer Cost of Cable Franchising
and Proposed Policy Alternatives,” Working Paper in Regulatory Studies, Mercatus Center, February
20086, p. 14.

“See Mark A. Zupan, “The Efficacy of Franchise Bidding Schemes in the Case of Cable Television: Some
Systematic Evidence,” Journal of Law and Economics, 1989, Vol. 32, pp. 401-405.

1% «The record demonstrates that LFA [local franchise authority] demands unrelated to cable service
typically are not counted toward the statutory 5 percent cap on franchise fees, but rather imposed on
franchisees in addition to assessed franchise fees. Based on this record evidence, we are convinced that
LFA requests for unreasonable concessions are not isolated, and that these requests impose undue
burdens upon potential cable providers.” FCC, “Report and Order and Further Notice of Proposed
Rulemaking,” FCC 06-180, March 5, 2007, p. 23.
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the form of reduced investment and output. The effect on consumers is also likely to occur in
time periods different than the one covered by this study.

These problems, which do not dispute or contradict the fact that consumers ultimately pay for
capital grants and nonprice concessions, led the authors to exclude capital grants and other
nonprice concessions from the estimate of monthly taxes and fees. This decision is discussed in
more detail in Appendix 1. Because these costs are very large, leaving them out means our
estimates are very conservative.

Figure 4 presents data for the average . . .
monthly taxes and fees paid by cable video Cable subscribers with the highest

subscribers in 59 cities. The average for these burdens are in Raleigh, North

cities is $6.12 per subscriber a month, or Carolina, Charlotte, North Carolina,
11.69 percent of an average monthly bill of and Tallahassee, Florida, where rates
$52.36. Lansing, Michigan, Carson City, exceed 20 percent.

Nevada, Baltimore, Maryland, and Colorado
Springs, Colorado impose the lightest
burdens on their cable subscribers, taking from $1.63 to $2.78 a month, or effective rates of
3.11 percent to 5.31 percent.

Cable subscribers with the highest burdens are in Raleigh, North Carolina, Charlotte, North
Carolina, and Tallahassee, Florida, where rates exceed 20 percent. These subscribers pay taxes
and fees that are about 80 percent higher than the sample average.

Figure 4 also reveals substantial variation in the level of taxes and fees on cable subscribers
between the largest and capital cities within the same state. Baltimore subscribers paid $2.71 a
month, for example, while Annapolis subscribers paid $7.61. The intrastate variation is the
consequence of local authorities granting cable franchises, whereas, for example, wireless
licenses are auctioned by the national government and therefore are the same from state to state.

Cable video service providers compete directly with Direct Broadcast Satellite (DBS) providers
and multimedia multipoint distribution service (MMDS) providers such as Clearwire, that are
not subject to franchise fees and nonprice concessions. Satellite companies have increased their
U.S. subscribers by nearly 25 million over the past 10 years, causing cable’s share of the market
to fall by more than 20 percent.'*

1 Tim Feran, “The sky's the limit, satellite TV gives cable a run for its money,” The Columbus Dispaftch,
November 27, 20086.
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Figure 4
Monthly Taxes and Fees and Imputed Rate
Paid by Average Subscribers to Cable Video Services

City Tax Tax Rate City Tax Tax Rate
Lansing, Ml $1.63 3.11% | Dallas, TX $6.72 12.84%
Carson City, NV $2.28 4.36% | Madison, Wl $6.81 12.99%
Baltimore, MD $2.71 5.18% | Memphis, TN $6.90 13.18%
Colorado Springs, CO $2.78 5.31% | Santa Fe, NM $6.96 13.28%
Portland, OR $2.80 5.34% | Fort Smith, AR $7.00 13.36%
Billings, MT $2.91 5.56% | Philadelphia, PA $7.03 13.42%
Salt Lake City, UT $3.05 5.82% | Omaha, NE $7.07 13.50%
Las Vegas, NV $3.19 6.09% | Huntington, WA/ $7.08 13.52%
Los Angeles, CA $3.26 6.22% | St. Paul, MN $7.10 13.56%
Wilmington, DE $3.28 6.26% | Augusta, ME $7.11 13.58%
Columbus, OH $3.33 6.35% | Jefferson City, MO $7.17 13.69%
Casper, WY $3.72 7.10% | Atlanta, GA $7.27 13.88%
Chicago, IL $3.75 7.16% | Davenport, 1A $7.42 14.17%
Boston, MA $4.04 7.71% | Cheyenne, WY $7.44 14.22%
Springfield, IL $4.15 7.92% | Charleston, SC $7.51 14.34%
Minneapolis, MN $4.22 8.06% | Little Rock, AR $7.57 14.45%
Sioux Falls, SD $4.68 8.93% | Annapolis, MD $7.61 14.53%
Seattle, WA $4.80 9.17% | Portland, ME $7.69 14.68%
Milwaukee, W1 $5.29 10.10% | Montgomery, AL $7.73 14.75%
Des Moines, IA $5.39 10.29% | Tucson, AZ $7.85 14.99%
Denver, CO $5.51 10.52% | Manchester, NH $7.87 15.03%
Gulfport, MS $5.71 10.91% | Wichita, KS $7.90 15.08%
Dover, DE $5.73 10.94% | Birmingham, AL $8.53 16.29%
Indianapolis, IN $5.85 11.17% | Concord, NH $8.53 16.29%
Fort Wayne, IN $6.08 11.61% | Jacksonville, FL $8.65 16.53%
Fargo, ND $6.24 11.91% | Kansas City, MO $9.19 17.55%
Phoenix, AZ $6.45 12.31% | Raleigh, NC $10.96 20.92%
Bismarck, ND $6.56 12.52% | Charlotte, NC $10.97 20.94%
Austin, TX $6.61 12.62% | Tallahassee, FL $11.07 21.14%
Sacramento, CA $6.63 12.65% | Average for 59 cities $6.12 11.69%
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4. Wireline Voice Services

Voice (or telephone) services can be provided by traditional wireline, wireless (cell phones), or
cable networks. Cable networks may use the public switched telephone network (PSTN) via
leased telephone lines or the newer Voice over Internet Protocol (VolP). When voice services
are provided by a wireline phone company or a cable company using the PSTN, one set of taxes
and fees applies. Wireless calls are subject to a different set of taxes and fees, and calls placed
using VoIP are very lightly taxed or not taxed at all.

Prominent taxes and fees that apply to wireline and cable PSTN voice services at the national
and state levels include the Federal Universal Service Fund fee (a percentage of interstate end-
user revenues that is reformulated each quarter, but for this analysis was set at 2.48 percent'?),
state sales taxes, and 911 fees. Local taxes include 911 fees, general sales taxes, excise taxes,
and public utility taxes.

A 3 percent national excise tax on all
wireless and on wireline long-distance calls A 3 percent national excise tax on all
was bemg_P[:‘ased Oﬁt as this feg?” was wireless and on wireline long-distance
written, with tax collections ending on calls was being phased out as this

August 1, 2006. The tax was originally : . .
intended to apply to local service and long- report was written, with tax collections

distance service sold with prices that vary by ending on August 1,2006.
time and distance (WATS service at the time
the law was enacted). Even though the tax
was still being collected by many phone companies during the time period chosen for this study,
we have excluded the tax from all but local wireline calls so the results more accurately reflect
tax burdens in 2007.

Figure 5 displays the total taxes and fees paid per month by the average wireline and cable PSTN
voice service customer in 59 cities, and the imputed average rate. The average for all cities
studied is $8.50 a month, or 17.23 percent of the average monthly bill of $49.33. Subscribers in
Lansing, Michigan, Billings, Montana, Augusta, Maine, and Dover and Wilmington, Delaware
experience the lightest burdens, between $4.32 (8.76 percent) in Billings and $4.82 (9.77
percent) in Wilmington.

Consumers in Kansas City, Missouri, Dallas, Texas, Los Angeles, California, and Jacksonville,
Florida fare the worst. Their telephone bills carry taxes and fees ranging from 29.10 percent to
33.24 percent, with burdens ranging from $14.35 to $16.39 a month. Jacksonville consumers pay
tax rates that are nearly double the sample average.

Figure S also shows there is less variance in intrastate tax and fee rates on wireline and cable
telephone services than on video services offered by cable companies. For example, households
in Dover, Delaware face nearly the same average burden a month, $4.62, as households in

12 The latest rate is 10 percent on the interstate portion of a phone bill, which is about 25 percent of the
total bill. See http://hraunfoss.fcc.gov/edocs_public/attachmatch/DA-05-2454A1 . pdf.
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Wilmington, Delaware, at $4.82. This pattern demonstrates the majority of taxes and fees levied

on wireline and cable voice services are administered at the national and state levels.

Figure 5
Average Monthly Taxes and Fees and Imputed Rate
by Average Subscribers to Wireline Telephone Service

City Tax Tax Rate City Tax Tax Rate
Billings, MT $4.32 8.76% | Bismarck, ND $7.90 16.02%
Dover, DE $4.62 9.37% | Charlotte, NC $7.95 16.12%
Lansing, MI $4.77 9.67% | Fargo, ND $8.15 16.53%
Augusta, ME $4.80 9.73% | Philadelphia, PA $8.16 16.55%
Wilmington, DE $4.82 9.77% | Salt Lake City, UT $8.44 17.12%
Boston, MA $5.11 10.36% | Fort Smith, AR $8.49 17.22%
Madison, Wl $5.20 10.55% | Tucson, AZ $8.68 17.60%
Columbus, OH $5.29 10.73% | Colorado Springs, CO $9.07 18.39%
Charleston, SC $5.30 10.75% | Phoenix, AZ $9.08 18.41%
Milwaukee, WI $5.40 10.95% | Portland, OR $9.10 18.45%
Casper, WY $5.57 11.30% | Jefferson City, MO $9.42 19.10%
Concord, NH $5.58 11.32% | Little Rock, AR $9.81 19.89%
Manchester, NH $5.58 11.32% | Huntington, WV $9.90 20.08%
Minneapolis, MN $5.62 11.40% | Baltimore, MD $10.27 20.83%
Portland, ME $5.79 11.74% | Annapolis, MD $10.55 21.40%
Seattle, WA $6.06 12.29% | Wichita, KS $10.88 22.06%
Indianapolis, IN $6.09 12.35% | Sante Fe, NM $10.04 22.19%
Davenport, IA $6.12 12.41% | Denver, CO $11.52 23.36%
Fort Wayne, IN $6.15 12.47% | Omaha, NE $11.95 24.23%
Gulfport, MS $6.27 12.72% | Sacramento, CA $12.53 25.41%
St. Paul, MN $6.41 13.00% | Tallahassee, FL $13.52 27.42%
Cheyenne, WY $6.55 13.28% | Austin, TX $13.55 27.48%
Montgomery, AL $6.63 13.45% | Springfield, IL $13.70 27.78%
Des Moines, 1A $7.06 14.32% | Chicago, IL $13.70 27.78%
Birmingham, AL $7.35 14.91% | Memphis, TN $14.02 28.43%
Las Vegas, NV $7.36 14.93% | Kansas City, MO $14.35 29.10%
Carson City, NV $7.38 14.97% | Dallas, TX $14.42 29.24%
Sioux Falls, SD $7.53 15.27% | Los Angeles, CA $14.99 30.40%
Atlanta, GA $7.58 15.37% | Jacksonville, FL $16.39 33.24%
Raleigh, NC $7.63 15.47% | Average for 59 cities $8.50 17.23%
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5. Wireless Voice Services

As with wireline and cable voice services, the main taxes and fees that apply to wireless
telephone services (or more technically, Commercial Mobile Radio Service carriers) are national
and state universal service fund taxes, state and local sales or excise taxes, and 911 fees. Once
again the 3 percent national excise tax has been excluded from our analysis.

Wireless voice service has been the target of A A .

specific discriminatory city and state excise Wireless voice service has been the
taxes across the country. In 2004, Baltimore target of specific discriminatory city
imposed a $3.50 a month tax on cell phone and state excise taxes across the
users, and Pennsylvania imposed a 5 percent country.

gross receipts tax on top of the existing 6

percent sales tax. Municipal efforts to impose

new taxes on cell phone users in two Oregon cities were turned back only after organized
opposition emerged. According to a trade association for the wireless telephone industry,
“between January 2003 and April 2004, wireless taxes grew nine times faster than that of general
business.”"?

Wireless telephone companies also pay the national government to license the radio spectrum
they use to reach their customers. By one estimate, these payments, which total some $20.6
billion to date, work out to about $1.4 billion a year (in 2001), equivalent to a tax of about 2.1
percent of revenues.'’ These payments clearly have an effect on consumer welfare, but like the
capital grants and nonprice concessions paid by cable companies, they cannot easily be
translated into the equivalent of a monthly fee or tax paid by consumers. For this reason, these
fees are not included in the current analysis. The decision to exclude these fees is described in
more detail in Appendix 1.

Figure 6 presents the monthly taxes and fees paid and the imputed rates for 59 cities. On
average, wireless telephone service subscribers pay $5.89 in taxes and fees per month, or 11.78
percent of an average monthly bill of $49.98.

Wireless telephone customers in Carson City and Las Vegas, Nevada, Portland, Oregon,
Billings, Montana, and Dover, Delaware pay the lowest taxes and fees on their wireless
telephone services. Wireless customers in Seattle, Washington, Jacksonville, Florida, Chicago,
Tilinois, Tallahassee, Florida, and Omaha, Nebraska pay the most, between $3.25 and $4.78 a
month more than the national average wireless customer.

'3 Jim Schuler, CTIA assistant vice president-policy, quoted in Mary Lou Jay, “Taking Their Toll: Is
Excessive Taxation Penalizing Wireless Consumers for Embracing Technology?” Wirefess News, nd.,
accessed December 1, 2006, http://transcoder.usablenet.com:8080/tt/www . ctia.org/news_media/index.
cfm/AID/10253.

* Seott R. Mackey, “Wireless Carriers and Right-of-Way Fees,” August 2002, unpublished manuscript
provided to the authors.

-11-




44

Figure 6
Monthly Taxes and Fees and Imputed Rate Paid by
Average Subscribers to Wireless Telephone Service

City Tax Tax Rate City Tax Tax Rate
Carson City, NV $1.81 3.62% | Minneapolis, MN $5.51 11.02%
Las Vegas, NV $1.81 3.62% | St. Paul, MN $5.52 11.04%
Portland, OR $2.09 4.18% | Santa Fe, NM $5.57 11.14%
Billings, MT $3.71 7.42% | Atlanta, GA $5.62 11.24%
Dover, DE $3.96 7.92% | Fort Wayne, IN $5.68 11.36%
Wilmington, DE $3.96 7.92% | Gulfport, MS $5.74 11.48%
Milwaukee, WI $3.99 7.98% | Springfield, IL $5.99 11.98%
Madison, W1 $4.01 8.02% | Indianapolis, IN $6.01 12.02%
Boston, MA $4.04 8.08% | Little Rock, AR $6.34 12.69%
Davenport, IA $4.27 8.54% | Bismarck, ND $6.54 13.09%
Jefferson City, MO $4.37 8.74% | Denver, CO $6.74 13.49%
Lansing, MI $4.53 9.06% | Fargo, ND $6.77 13.55%
Casper, WY $4.55 9.10% | Wichita, KS $6.93 13.87%
Columbus, OH $4.68 9.36% | Memphis, TN $6.99 13.99%
Annapolis, MD $4.74 9.48% | Fort Smith, AR $7.08 14.17%
Des Moines, 1A $4.77 9.54% | Phoenix, AZ $7.11 14.23%
Augusta, ME $4.89 9.78% | Sioux Falls, SD $7.17 14.35%
Portland, ME $4.89 9.78% | Salt Lake City, UT $7.84 15.69%
Birmingham, AL $4.94 9.88% | Baltimore, MD $8.24 16.49%
Montgomery, AL $4.94 9.88% | Philadelphia, PA $8.24 16.49%
Charlotte, NC $5.04 10.08% | Sacramento, CA $8.53 17.07%
Raleigh, NC $5.04 10.08% | Austin, TX $8.79 17.59%
Kansas City, MO $5.07 10.14% | Dallas, TX $8.79 17.59%
Concord, NH $5.16 10.32% | Los Angeles, CA $8.91 17.83%
Manchester, NH $5.16 10.32% | Seattle, WA $9.14 18.29%
Charleston, SC $5.24 10.48% | Jacksonville, FL $9.23 18.47%
Huntington, WV $5.24 10.48% | Chicago, IL $9.24 18.49%
Cheyenne, WY $5.37 10.74% | Tallahassee, FL $9.33 18.67%
Colorado Springs, CO $5.39 10.78% | Omaha, NE $10.67 21.35%
Tucson, AZ $5.41 10.82% | Average for 59 cities $5.89 11.78%
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6. Broadband Internet Access

Consumers can access the Internet using traditional telephone lines via either dial-up or Digital
Subscriber Line (DSL); wireless phones, using EV-DO or GSM technology; satellite using
services provided by DirecTV and EchoStar; cable lines using cable modems; fiber-optic lines
typically offered by cable companies and increasingly by telephone companies; and wireless
transmission services such as Wi-Fi, Multimedia Multipoint Distribution Service (MMDS), or
coming soon, Wi-Max. Wireless broadband Internet access is growing rapidly, accounting for 58
percent of the 11 million new broadband subscribers who signed up in the first half of 2006."*

State and local governments are generally
prohibited from taxing Internet service by the
Tnternet Tax Freedom Act (ITFA), passed in
2004, although the act allows eight states and
some cities in Colorado to collect taxes
imposed and enforced prior to November 1,
2005. One might think the ITFA means
nearly all Internet access is untaxed, but the
reality is complicated by changing state and
federal rulings on what constitutes “Internet

One might think the ITFA means
nearly all Internet access is untaxed,
but the reality is complicated by
changing state and federal rulings on
what constitutes “Internet access” and
what parts of a phone or cable bill
might still be subject to tax.

access” and what parts of a phone or cable bill might still be subject to tax. Once again, tax

policies differ according to the technology used:

B Accessing the Internet via cable modem, Wi-Fi, and satellite services is generally exempt
from state and local taxes and franchise fees, as well as national Universal Service Fund

(USF) fees.

B Accessing the Internet via wireline dial-up (not broadband) service is taxed at the same
rate as wireline phone calls, although the Internet Service Provider’s monthly charge is

exempt from taxation in most states.

B Accessing the Internet using digital subscriber line (DSL) service was exempted from
national USF fees when the FCC ruled it was a data service and not a telecommunication
service. The Internet Tax Freedom Act clarified that both the DSL service fee and the
telecommunication service used to provide the service are to be exempt from state taxes
under national law, except for those states with taxes grandfathered under the act.

B Finally, accessing the Internet via wireless devices may or may not be taxed depending upon
how it is provided and billed. Tn most states, stand-alone Blackberry services or monthly
Internet access plans (““air cards”) are exempt. However, if the service is bundled with a
voice service plan for a fixed price, the service may be taxable depending upon whether the
provider separately states the charge or has the capability to identify the non-taxable part of

the bundle in its “books and records.”

5 As reported in “Broadband Breakout,” The Wall Street Joumal, February 22, 2007.
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Wireless Internet access was too recent a development, and the rules too complex, for our
database to capture any data that could be extrapolated to a national average. In the course of
researching this paper, the authors came across many anecdotal accounts of taxes being applied
to the Tnternet portion of a phone or cable bill, but presumably this is no longer commonplace as
the FCC and IRS have clarified their policies on taxing Internet access. Consequently, the only
Internet taxes included in the current study are those “grandfathered” under the ITFA.

In the course of researching this paper,
the authors came across many
anecdotal accounts of taxes being
applied to the Internet portion of a
phone or cable bill, but presumably
this is no longer commonplace.

Figure 7 shows average taxes paid and tax
rates for the nine cities in this study that are
known to tax Internet access. Their rates
range from 0.88 percent to 6 percent.
Averaged across all of the states in this study,
the “grandfathered” states are responsible for
a national mean average monthly tax of $0.29
for telephone company digital subscriber line
(DSL) subscribers (0.71 percent of the
average monthly bill of $32.00) and $0.23 for

cable modem subscribers (0.71 percent of the average monthly bill of $41.00).

Since the tax rates on the two Internet services are the same, from this point forward we simplify
the analysis by assuming an average monthly bill of $36.50, an average monthly tax of $0.26,
and a national average tax rate on Internet access of 0.71 percent. We acknowledge this is not
precise, since the market is not evenly split between DSL and cable modem, but we doubt any
further adjustments we could make would add any precision to what is, after all, a very small
part of the tax burden on communication services.

Figure 7
Monthly Taxes and Fees and Imputed Rate Paid by
Average Subscribers to Broadband Internet Service

City Tax Tax Rate City Tax Tax Rate
Birmingham, AL $2.19 6.00% | Milwaukee, WI $1.83 5.00%
Montgomery, AL $2.19 6.00% | Santa Fe, NM $1.83 5.00%
Bismarck, ND $1.83 5.00% | Sioux Falls, SD $1.46 4.00%
Fargo, ND $1.83 5.00% | Seattle, WA $0.32 0.88%
Madison, Wi $1.83 5.00% | Average for 9 cities $1.70 4.65%

Average for 69 cities $0.26 0.71%

-14-



47

7. Total Taxes and Fees on Communication Services

In this section, all the taxes and fees imposed on consumers of communication services are
summed and compared to general sales taxes imposed on other goods. Consumers who subscribe
to all four services have an estimated average monthly bill of $188.17, being $52.36 for cable,
$49.33 for wireline telephone, $49.98 for wireless telephone, and $36.50 for Internet access. The
burden of taxes and fees is reported as average monthly payment, as a percentage of the average
monthly bill, and in terms of the average tax rate imposed on other products.

Taxes and Fees Vary by State

Figure 8 combines the taxes and fees reported in Figures 4 through 7 and lists the monthly
burden faced by average consumers in 59 cities who have cable, wireline telephone, wireless
telephone, and Internet services. The average monthly cost imposed on consumers is $20.77, for
an imputed rate of 11.04 percent.

The total burden ranges from a low of $10.93 (5.81 percent) in Lansing, Michigan to a high of
$34.27 (18.22 percent) in Jacksonville, Florida. Consumers in the cities of Kansas City,
Missouri, Dallas, Texas, Omaha, Nebraska, and Tallahassee and Jacksonville, Florida endure the
highest burden. Meanwhile, consumers in Lansing, Michigan, Billings, Montana, Carson City,
Nevada, Wilmington, Delaware, and Las Vegas, Nevada enjoy the lowest rates.

Since Internet access is rarely taxed, removing it

from the bundle of communication services Taxes and fees on cable TV,
reveals the relatively higher average taxes on wireline phone, and wireless phone
cable television, wireline telephone, and services total $20.51 a month. or

wireless telephone, the three remaining services.
The average monthly bill for cable TV, wireline
phone, and wireless phone totals $151.67 per
month. Taxes and fees on these three services
total $20.51 a month, or 13.52 percent of the average monthly bill.

13.52 percent of the average
monthly bill.

Taxes and Fees Vary by Technology

Figure 9 presents descriptive statistics of the taxes and fees applied in all 59 cities. Other than
Internet service (which is taxed only by a few states), cable television services on average
experienced the lowest rate, 11.69 percent versus 11.78 percent for wireless phone and 17.23
percent for wireline. Due to differences in monthly bills, wireless customers pay the lowest
dollar amount in taxes and fees, at $5.89 a month, $2.61 lower than the wireline average of $8.50
and $0.23 lower than the $6.12 a month paid by cable television subscribers.

Calculating the standard deviation enables us to measure the average amount by which monthly
tax payments and tax rates differ from the mean average. Sixty-eight percent of all
measurements fall within one standard deviation of the average, and 95 percent of all
measurements fall within two standard deviations of the average.
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Figure 8
Average Monthly Taxes and Fees Paid by
Subscribers to All Four Communication Services

City Tax Tax Rate City Tax Tax Rate
Lansing, Ml $10.93 5.81% | Jefferson City, MO $20.96 11.14%
Billings, MT $10.94 5.81% | Baltimore, MD $21.22 11.28%
Carson City, NV $11.47 6.10% | Montgomery, AL $21.49 11.42%
Wilmington, DE $12.06 6.41% | Tucson, AZ $21.94 11.66%
Las Vegas, NV $12.36 6.57% | Huntington, WV $22.22 11.81%
Boston, MA $13.19 7.01% | Fort Smith, AR $22.57 11.99%
Columbus, OH $13.30 7.07% | Phoenix, AZ $22.64 12.03%
Casper, WI $13.84 7.35% | Bismarck, ND $22.83 12.13%
Portland, OR $13.99 7.43% | Annapolis, MD $22.90 12.17%
Dover, DE $14.31 7.60% | Fargo, ND $22.99 12.22%
Minneapolis, MN $15.35 8.16% | Birmingham, AL $23.01 12.23%
Milwaukee, WI $16.51 8.77% | Philadelphia, PA $23.43 12.45%
Augusta, ME $16.80 8.93% | Raleigh, NC $23.63 12.56%
Des Moines, 1A $17.22 9.15% | Little Rock, AR $23.72 12.60%
Colorado Springs, CO $17.24 9.16% | Denver, CO $23.77 12.63%
Gulfport, MS $17.72 9.42% | Springfield, IL $23.84 12.67%
Davenport, IA $17.81 9.46% | Charlotte, NC $23.96 12.73%
Madison, WI $17.85 9.49% | Santa Fe, NM $25.30 13.45%
Fort Wayne, IN $17.91 9.52% | Wichita, K& $25.71 13.66%
Indianapolis, IN $17.95 9.54% | Chicago, IL $26.69 14.18%
Charleston, SC $18.05 9.59% | Los Angeles, CA $27.16 14.43%
Portland, ME $18.37 9.76% | Sacramento, CA $27.69 14.71%
Manchester, NH $18.61 9.89% | Memphis, TN $27.91 14.83%
St. Paul, MN $19.03 10.11% | Kansas City, MO $28.61 15.20%
Concord, NH $19.27 10.24% | Austin, TX $28.95 15.39%
Salt Lake City, UT $19.33 10.27% | Omaha, NE $29.69 15.78%
Cheyenne, WY $19.36 10.29% | Dallas, TX $29.93 15.91%
Seattle, WA $20.32 10.80% | Tallahassee, FL $33.92 18.03%
Atlanta, GA $20.47 10.88% | Jacksonville, FL $34.27 18.22%
Sioux Falls, SD $20.84 11.08% | Average for 59 cities $20.77 11.04%
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Figure 9
Variability of Average Monthly Taxes and Fees Paid by
Subscribers to Cable, Wireline, Wireless, and Internet Services

Cable Wireline Wireless Internet Total
Access

Statistic Tax Tax Tax Tax Tax Tax Tax Tax Tax Tax

Rate Rate Rate Rate Rate
Min $1.63 3.11% $4.32 876% | $1.81 3.62% | $0.00 | 0.00% | $10.93 5.81%
Max $11.07 | 21.14% | $16.39 | 33.24% | $10.67 | 21.35% | $2.18 | 6.00% | $34.27 | 18.22%
Mean $6.12 11.69% $8.50 | 17.23% | $589 | 11.78% | $026 | 0.71% | $20.77 | 11.04%
Standard | $2.21 4.22% $3.18 6.45% $1.93 3.87% | 3065 | 1.78% $5.54 2.95%
Deviation

For total monthly taxes and fees paid on all communication services, the standard deviation is
$5.54 (2.95 percent). Cities with monthly taxes and fees greater than $26.31 (13.99 percent) are
more than one standard deviation above the mean. Cities with monthly taxes and fees less than
$15.23 (8.09 percent) are more than one standard deviation below the mean. Taxes and fees on
wireline service vary the most, as shown by the standard deviation of $3.18 (6.45 percent).

The data in Figure 9 make clear that taxes and fees vary greatly according to the type of
technology used to deliver otherwise-identical services. Consider:

B A typical phone call placed with a wireline phone is subject to taxes and fees of 17.23
percent, while a call billed at the same rate but placed over a cell phone is subject to taxes
and fees of 11.78 percent.

B If placed using a Voice over Internet Protocol (VoIP) service like Vonage, or the “digital
phone” services increasingly offered by cable companies, the call in most states won’t be
subject to any taxes or fees.

A typical pay-per-view movie ordered through a cable TV box is subject to taxes and fees
amounting to 11.69 percent, while the same movie downloaded over the Internet using a
service such as Vongo or Amazon.com is not subject to any taxes or fees.

B The new video services being offered by wireline phone companies will probably be taxed at
5 or 6 percent, depending on the prevailing franchise fee, but possibly more.

B Time spent on the Internet using a broadband connection is not subject to taxes or fees,
except in the eight states with grandfathered taxes, but the same amount of time spent on the
Internet using a wireline dial-up connection is subject to the same taxes and fees as a
wireline phone call, 17.23 percent.

These cost disparities can be seen from a consumer’s perspective by applying the imputed
average tax-and-fee rates to similarly priced services. Figure 10 shows the varying rates and
dollars per month cost of communication taxes and fees on a hypothetical telephone calling
package costing $35.99 a month. The wireline customer pays $5.94 more per month than the
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VoIP customer for the same service. Over the course of the year, the wireline customer pays
$71.28 more — enough to pay for two months of VoIP service — in excess taxes and fees.

Figure 10
Tax and Fee Disparities on a $35.99/month Phone Service Package
Technology Price Tax Rate Ratio to Tax Total Monthly
lowest tax rate Amount Bill
Wireline $35.99 17.23% 2427 $6.20 $42.19
Wireless $35.99 11.78% 16.59 $4.24 $40.23
VolP $35.99 0.71% 1.00 $0.26 $36.25

Figure 11 compares taxes and fees paid on a hypothetical premium video service such as HBO,
offered by a cable company or phone company for $11.95 per month, compared with a Web-
based subscription service offering a menu of the same types of movies for the same price and
wireless cell phone-based movie services which, while not available now, are likely to be
available within the next 12 months as bandwidth technology improves and videos downloaded
via wireless networks become easier to move to larger handheld devices, such as iPods. In this
case, the cable customer pays $1.40 a month in taxes and fees, more than double the $0.60 paid
by the wireline telephone customer. The wireless subscriber would pay $1.41 a month.

Figure 11
Tax and Fee Disparities on a $11.95/month Premium Movie Subscription
Technology Price Tax Rate | Ratio to Lowest Tax Total Monthly
Tax Rate Amount Bill

Cable TV $11.95 11.69% 16.46 $1.40 $13.35
Wireless* $11.95 11.78% 16.59 $1.41 $13.36
Wireline $11.95 5.00% 7.04 $0.60 $12.55
Telephone**

Third-party $11.95 0.71% 1.00 $0.08 $12.03
Internet

* Service not yet available, assumes current wireless taxes would apply
** Assuming a 5 percent franchise fee

Figures 10 and 11 also display the ratio of taxes and fees on the specific service and on the
service with the lowest average monthly burden. A person placing a phone call using a wireline
phone pays an imputed rate 24 times higher than a person using VoIP. A cable TV subscriber
pays an imputed rate twice that of a wireline phone company video customer for the same video
content service. All this compared to no or nearly no tax at all on a subscription video service
offered by a third-party provider over the Internet. There does not seem to be any rationale or
logic behind these variations.
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The seeming absurdity of the current tax regime is growing worse over time as people
increasingly watch videos on their cell phones, place calls using their cable modems, and
connect to the Internet with devices ranging from personal computers to cell phones to iPods.
With new devices such as Microsoft XBox, Internet downloads are not confined to a desktop PC
or iPod screen, but can be displayed on any TV screen in the house. As the Reuters news service
recently reported:

Annual consumer spending on Internet downloads of movies and TV shows will top $4 billion in
2011, up from just $111 million last year. According to Adams Media Research, the growth will
be fucled by the introduction of hardwarc devices such as Apple TV, a $299 box that converts
videos downloaded from the Internet into signals that can be plaved on high-definition television
sets. Adams is betting that video downloads will ramp up gradually as Apple TV and similar
devices win acceptance among consumers,'®

Relative to General Sales Taxes on Other Goods

A comparison of communication taxes and fees to general sales tax rates imposed on other goods
reveals a sizeable difference: Subscribers to cable and telephone services in the 59 cities for
which we have data pay taxes and fees that are /wice as high as the national average sales tax on
other goods.

The Tax Foundation was asked to calculate
the national average general sales tax in the Subscribers to cable and telephone
U.S. for this study. Using its own database of | services pay taxes and fees that are
state, county, and local sales taxes, it twice as high as the national average

compiled total state sales tax rates, sales tax on other 2oods
determined the percentage of national g ’

personal income affected by each state’s
taxes, and then calculated a weighted average tax rate. The conclusion: The national average
sales tax rate is equal to 6.61 percent. Appendix 2 presents the data used for this estimate.

The average taxes and fees paid by subscribers to cable and telephone services, 13.52 percent of
the average bill, is more than two times the national average sales tax rate of 6.61 percent. In
other words, telephone calls and cable services are taxed at twice the rate as clothing, sporting
goods, and other household products.

The average consumer in the U.S. pays $20.51 per month (3246.12 a year) in taxes and fees on
cable television and phone service. If those taxes and fees were no higher than the general sales
tax applied to other goods and services, he or she would pay only $10.03 per month (312036 a
year) in communication taxes and fees, for a savings of $10.48 a month ($125.76 a year).

A closer examination of taxes in 11 cities finds higher average taxes and fees on communication
services as well as higher general sales taxes on other goods. (See Figure 12.) Cable and

16 «gpending on Video Downloads to Surge,” Reuters, February 22, 2007.
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telephone taxes in those cities average 14.77 percent'’ and general sales taxes imposed on other
goods average 7.58 percent. Once again, communication taxes and fees are about twice as high

as taxes on other goods.

Figure 12
Communication Service Taxes and Fees Compared with
Taxes on Other Goods and Services*

City Medicine Food General Beer Liquor | Tobacco | Wireline | Wireless Cable
Sales Phone Phone ™v

Birmingham, AL exempt 9.00% 9.00% 27% 54% 31% 14.91% 9.88% 16.29%
Jacksonville, FL exempt | exempt 7.00% 19% 23% 28% 33.24% 18.47% 16.53%
Chicago, IL 1.00% 1.00% 9.00% 20% 23% 64% 27.78% 18.49% 7.18%
Charlotte, NC exempt 2.00% 7.50% 21% 36% 29% 16.12% 10.08% 20.94%
Minneapolis, MN exempt | exempt 7.15% 16% 22% 48% 11.40% 11.02% 8.06%
Phoenix, AZ exempt exempt 8.10% 16% 21% 45% 18.41% 14.23% 12.31%
Des Moines, |A exempt | exempt 6.00% 15% 42% 28% 14.32% 9.54% 10.28%
Los Angeles, CA exempt | exempt 8.25% 17% 21% 39% 30.40% 17.83% 6.22%
Raleigh, NC exempt exempt 7.00% 20% 36% 29% 15.47% 10.08% 20.92%
Seattle, WA exempt | exempt 8.80% 18% 50% 54% 12.29% 18.29% 9.17%
Milwaukee, WI exempt | exempt 5.60% 13% 19% 35% 10.95% 7.98% 10.10%
Average 0.09% 1.09% 758% | 18.36% | 31.50% 39.09% 18.66% 13.26% 12.54%

* Sources: Drugs, Food, and General Sales tax rates - Federation of Tax Administrators,

http://www taxadmin.org/fta/rate/sales.html);

Beer rates - Federation of Tax Administrators, http:/Awww taxadmin.org/fta/rate/beer.html;

Liquor rates - Federation of Tax Administrators, http://www.taxadmin.org/fta/rate/liquor.htmil;

Tobacco rates - Federation of Tax Administrators, http://www.taxadmin.org/fta/rate/cigarett.html;
Additional data, where necessary, were compiled from each state’s Department of Revenue Web site, as
well as the Retirement Living Information Center’s Web site hitp:/immww . retirementliving.com/RLstate1.html.
Calculations on effective tax rates for beer, liquor, and tobacco were done by Sean Parnell of The
Heartland Institute. For a complete description of his methodology, visit The Heartland Institute’s Web site
at www.heartland.org.

Figure 12 also reports the 11 cities’ tax rates on medicine and food — products that often are given
preferential treatment under tax codes because they are considered essential goods — and on
alcohol, beer, and tobacco — products taxed at high levels presumably to discourage consumption.
Food and drugs are generally exempt from state and local sales and excise taxes, while alcohol,
beer, and tobacco are subject to higher so-called “sin” taxes.

Since communication services generate no known negative effects on users and nonusers, and
indeed are generally recognized to produce positive effects on users and nonusers, one might
expect their tax rates to more closely resemble those on medicine and food than those on alcohol,

7 This was derived by multiplying the average monthly bills for cable TV, wireline phone, and wireless
phone by the average tax rates reported in the last row of Figure 12, and then dividing that figure ($22.40)
by the total monthly bill ($151.67).
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beer, and tobacco. But that is not the case.

Average taxes and fees on cable and telephone services in the 11 cities in Figure 12 are 164 times
as high as taxes on medicine and 13 times as high as taxes on food. While average taxes on
alcohol, beer, and tobacco were greater than the average imputed rate of taxes and fees on the
three communication services, the average imputed rate on wireline phone service was higher
than the average tax on beer.

In several cities, so-called “sin taxes” are lower than communication taxes and fees. In
Jacksonville, Florida, taxes and fees on wireline phone service (33.24 percent) are higher than
taxes on beer (19 percent), liquor (23 percent), and even tobacco products (28 percent). In
Chicago and Los Angeles, taxes and fees on wireline phone users also are higher than taxes on
beer and liquor, though not tobacco products.

Other researchers have compared taxes and
fees imposed on communication companies Average taxes on cable and telephone
(rather than consumers) versus other types of | gervices in the 11 cities in Figure 12 are
businesses and arrived at conclusions similar 164 times as high as taxes on medicine

to ours. A study performed by Ernst & . .
Young in 2005 found “the telecom industry’s and 13 times as high as taxes on food.

state and local effective business tax rate

(ETR) ... is 2.5 times higher than the average rate for all industries. From the perspective of non-
business consumers, the multiple taxes on telecom purchases result in an ETR on sales thatis 2.3
times higher than the ETR on sales of other selected goods and services.”™®

The Council on State Taxation (COST) study partially relied on for the present research found the
average combined tax rate — national, state, and local — on telecom services is three times higher
than the general business rate — 18.7 percent versus 6.12 percent.'” That analysis included the

3 percent national excise tax on phone calls, property taxes, and other costs excluded from the
present analysis.

8. Negative Impacts of High Taxes and Fees

Taxes and fees on communication services that are twice as high as taxes on other goods and
services impose a heavy burden on consumers and distort consumer choices and investment
decisions, resulting in large and unnecessary social costs. In addition, excessive taxes and fees
reduce capital spending on the country’s communications network, which reduces productivity,
output, and employment and erodes the ability of U.S. companies to compete in global markets.

¥ Ernst & Young, “Total State and Local Taxes Paid by the Telecommunications Industry FY 2004, July
14, 2005.

12 Council on State Taxation (COST), 2004 State Study and Report on Telecommunications Taxation, p. 4.
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Burden on Consumers

The total annual cost of taxes and fees paid by communications customers can be estimated by
multiplying by 12 the average monthly taxes paid by cable TV, wireline phone, and wireless
phone customers, and then multiplying those numbers by the numbers of franchised cable,
wireline, and wireless customers in the U.S. in the fourth quarter of 2005, the latest quarter for
which comparable data are available. Figure 13 shows the results.

The total annual bill, approximately $37 billion, represents a massive redistribution of wealth
from communication consumers to government treasuries. As large as it is, this estimate is Jess
than the true burden on consumers, which includes losses due to reduced investment,
productivity, and consumption. Estimates of those losses appear later in this section.

Figure 13
Estimated Total Taxes and Fees Paid on
Cable TV and Telephone Services in 2005

Service # Customers Average Annual National Total
Taxes and Fees per Taxes and Fees
Customer Paid
Franchised Cable* 65,400,000 $73.44 $4,802,976,000
Wireline Phone** 175,400,000 $102.00 $17,890,800,000
Wireless Phone** 203,700,000 $70.68 $14,397,516,000
Total n.a. $246.12 $37,091,292,000

* FCC, Twelfth Annual Report on the Status of Competition in the Market for the Delivery of
Video Programming, http://hraunfoss.fcc.gov/edocs_public/attachmatch/FCC-06-11A1.pdf

** FCC, Local Telephone Competition: Status as of December 31, 2005, July 20086, pp. 2-
3. http://hraunfoss.fcc.gov/edocs_public/attachmatch/DOC-266595A1 .pdf

Effect on Low-Income Households

Taxes and fees on communication services are regressive with respect to income: Their rate as a
percent of household income declines as household income rises.”® A family that earned the upper
limit of the lowest quintile of households in the country ($24,780) and paid the average amount in
communication taxes and fees ($249.24) shouldered a tax and fee burden of about 1.0 percent. A
household that earned the median average income ($44,334) and paid the same amount in
communications taxes and fees paid only half as much, about 0.56 percent, of its annual income.
A household in the top income quintile, earning $173,640 a year, paid an effective
communication tax rate of only 0.14 percent, about one-tenth the rate paid by low-income
households.

2 campbell R. McConnell, Economics, 9th Edition (New York: McGraw-Hill Book Company, 1984), pp.
118-121.

22-



55

Looking back to Figure 8, we see a typical consumer in Chicago with a wireline and wireless
phone and cable TV pays $26.69 a month ($320.28 a year) in communication taxes and fees.
Residents of Los Angeles pay $27.16 a month ($325.92 a year), and residents of Jacksonville,
Florida pay more than any other city in our sample, $34.27 a month — a hefty $411.24 a year.
Thirteen of the 59 cities in our sample collect more than $300 a year from a typical household.
For households in the lowest income quintile, these are considerable tax burdens.

If taxes and fees on cable television and
phone services were no higher than general If taxes and fees on cable television
sales taxes on other goods, the average and phone services were no higher
household would save approximately $125.76 | than those on other goods, the average

a year. The savings in big cities would be household would save approximately
much higher, even though their general sales $125.76 a year

taxes tend to be higher than the national
average. Based on the numbers in Figure 12,
the average household in Chicago would save
$156.53 a year if cable and phone services were taxed at the 9.0 percent general sales tax rate. In
Los Angeles, the annual savings would be $175.85; and in Jacksonville, $283.96.

High communication taxes and fees make it more difficult for middle- and low-income
households to afford services beyond basic phone and cable TV. This is a genuine problem
because access to the Internet at home is quickly becoming the way parents monitor their
children’s performance in schools, take advantage of flex-time to do work-related activities at
home, learn new skills, and find out about new employment opportunities.

Public officials who are concerned about the so-called “digital divide” sometimes support grants
to nonprofit groups to give away free computers or provide free public access to broadband at
public locations. But a more effective strategy would simply be to lower the price of
communication services by repealing discriminatory taxes and fees.

1f communication services were not subject to discriminatory taxes and fees, the monthly tax bill
would be about $10.48 lower, which means more low-income families could afford to sign up for
broadband services.”' As other authors have pointed out,” reducing the tax burden on
communication services is the most direct and efficient way to get people with modest incomes
connected to the Internet.

2 According to a survey conducted in 2001 by the General Accounting Office, 27.4 percent of respondents
who then had only narrowband Internet access said they would be willing to pay between $5 and $10 a
month more for high-speed Internet access. U.S. General Accounting Office, “Characteristics and Choices
of Internet Users, Report to the Ranking Minority Member, Subcommittee on Telecommunications,
Committee on Energy and Commerce, House of Representatives,” February 2001, p. 48,
http:/fwww.gao.gov/new.items/d01345 pdf.

= Wayne A. Leighton, “Broadband Deployment and the Digital Divide: A Primer," Cato Policy Analysis
#410, August 7, 2001, p. 27.
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Distortion of Consumer Choices and Investment Decisions

While taxes on communication services are substantial, the out-of-pocket expense is only part of
the burden imposed on consumers and producers. As Ellig and Taylor explain:

When taxes and fees increase prices, consumcrs buy Iess of the scrvice, and they are worse offas a
result. In economic terminology, the value that consumers forego, minus the price they would have
paid, is the “forgone consumer surplus.” Similarly, when prices inflated by regulation prompt
consumers to use less of a service, producers sell less of it. The operating profits they lose on the
sales they don’t make are called “forgone producer surplus.” ... The total forgone surplus is also
called a “deadweight loss. ">

To determine the effect of taxes, fees, and

The average tax on cable television government regulations on the amount of
SeI'VlCG, Wthh we preVlOllSly communication services purchased, economists

. use an estimate of price sensitivity called
estimated to be 11.69 percent, reduces elasticity of demand. Basic telephone service

consumer demand for cable television tends not to be very price-sensitive, but other
by between 17.5 percent and 35.0 communication services are. Price elasticity
percent. estimates for cable television demand generally

range from -1.5 to -3.0.%* Tn other words, a one
percent increase in the price of cable causes
demand to fall between 1.5 and 3.0 percent. The price elasticity of demand for wireless phone
service is between -.43 and -.71 when estimating the number of people who subscribe, and -1.12
and -1.29 when estimating the number of minutes used.”

The average tax on cable television service, which we previously estimated to be 11.69 percent,
reduces consumer demand for cable television by between 17.5 percent and 35.0 percent. The
average tax on wireless telephone services of 11.78 percent reduces the number of wireless phone
customers by 5.1 - 8.4 percent and the number of minutes used by 13.3 - 15.3 percent.

Ellig and coauthors have estimated the annual deadweight loss due to cable taxes and fees® and
wireless taxes and fees” at $2.6 billion and $8.8 billion, respectively. In each case, the

3 Jerry Ellig and James Nicholas Taylor, “The Consumer Costs of Wireless Taxes and Surcharges,”
Working Paper in Regulatory Studlies, Mercatus Center, March 2006, Table 1, p. 17. This paperis
forthcoming in Loyola Consumer Law Review, Vol. 19, #1.

# see Jerry Brito and Jerry Ellig, “Public Interest Comment on Video Franchising,” MB Docket No. 05-311;
FCC 05-189, February 13, 2008, p. 186, for sources.

5 Ellig and Taylor, supra note 23, pp. 15-16.

% Jerry Ellig and Jerry Brito, “Video Killed the Franchise Star: The Consumer Cost of Cable Franchising
and Proposed Policy Alternatives,” A Working Paper in Regulatory Studies, February 2006, Table 4, p. 23.
This paper is forthcoming in Journal on Telecommunications and High Technology Law, Vol. 5, #1.

" Ellig and Taylor, supra note 23.
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deadweight loss does not include losses due to regulations, but only to taxes and fees.

Discriminatory taxation leads consumers to choose goods and services on the basis of how they
are taxed rather than their quality or true costs. For example, when local governments impose
franchise fees and sales taxes on cable video services, but satellite services are not taxed, some
share of consumers will choose satellite service only because of the tax savings. Discriminatory
taxes on communication services can have a major effect because consumers don’t need to leave
their homes to switch service providers.

This kind of consumer arbitrage was critical to the early success of Voice over Internet Protocol
(VolP) companies such as Vonage and 8 x 8. Consumers learned that when Vonage said service
was $29.99 a month, that was the charge that appeared on the bill. Cell phone customers,
however, were surprised to get monthly bills with taxes and fees adding up to an average of $5.89
(in the 59 cities for which we have complete data) and as much as $10.67 (in Omaha, Nebraska,
the city with the highest tax on wireless telephone service). The taxes have become so high that
most wireless carriers have agreed to disclose the estimated monthly bill inclusive of taxes, fees,
and surcharges at the time of purchase.

9. Paths to Reform

Policymakers at the national, state, and local levels all have opportunities to reduce taxes and fees
on communication services and make them more uniform.

Local Reforms The days when local officials could

The biggest opportunity for reform at the view cable franchises as “urban oil
local level is to reform video franchises. The wells” (i]] the memorable words of

days when local officials could view cable New York Mayor John Lindsay) are
franchises as “urban oil wells” (in the over

memorable words of New York Mayor John
Lindsay) are over. Franchise fees should be
brought in line with the opportunity cost incurred by a business’s use of the public right-of-way
(ROW) and nonprice concessions should be reduced or eliminated.

Local governments tend to view cable franchises as an opportunity to collect rent on ROWs, but
this is not the correct model. Rent is what is collected by owners who made investments in assets
in the expectation that future payments would exceed their operating costs. Public ROWs are
different. As Thomas Hazlett explains, they “are not constructed via risky capital invested by
private owners, but are created by police powers of the government. It is counter-productive to
maximize rent payments; it puts a dollar into one pocket (the municipality’s) and takes many
more out of others (belonging to the municipality’s current and future cable subscribers).”*

% Thomas W. Hazlett, “Cable TV Franchises as Barriers to Video Competition,” March 5, 2006, George
Mason Law & Economics Research Paper No. 06-08, p. 14. Available from the Social Science Research
Network at http://ssrn.com/abstract=889406. On page 7, Hazlett attributes the Lindsay quote cited at the
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According to Hazlett, “The proper regulatory instrument is price, ensuring that entrants pay the
opportunity cost of the resources consumed. This rule may be instituted without controlling entry
via cable franchises. Imposing liability on operators for damage they inflict and for additional
investments required to maintain ROWs forces incumbents and entrants to internalize the costs
they impose.”? Hazlett goes on to cite newspaper publishers as companies that use public streets
for deliveries and public sidewalks for vending machines yet “are regulated with generic laws that
limit inconvenience or disruption in the community, no franchise needed ™’

Economists have repeatedly estimated the consumer benefits of ending local cable franchises '
Many of these past studies, while suggestive, were compromised by small sample sizes or
reliance on FCC data now known to be inaccurate.*

An econometric model originally published by
the General Accounting Office in 2003™ and
then updated by the re-named Government

The net annual social benefits of

competition in cable markets Accountability Office in 2005 provides a
nationwide would total $2.9 billion credible estimate of the effect on consumer
(consumer surplus of $8.9 billion prices of competition in cable markets. The

GAO authors created a large data sample (705
cable franchises), corrected errors in FCC’s
database, specified a three-stage least squares
model with 22 variables, and concluded that basic service cable fees “were approximately 16
percent lower in areas where a second cable company — known as an overbuilder — provides
service.”*

minus producer losses of $6 billion).

Assuming an elasticity of demand of 1.5 and if new entrants capture 25 percent of the
marketplace, GAO’s estimate would mean the net annual social benefits of competition in cable
markets nationwide would total $2.9 billion (consumer surplus of $8.9 billion minus producer

opening of this section to a 1973 New York Times article by Albin Krebs.

* Ibid.

* Iid.

1A dozen empirical studies are surveyed in Jerry Ellig and Jerry Brito, supra note 26, pp. 6-9.

2 See General Accounting Office, “Issues Related to Competition and Subscriber Rates in the Cable
Television Industry,” GAO-04-8, October 2003, Highlights: “FCC'’s cable rate report does not appear to
provide a reliable source of information on the cost factors underlying cable rate increases or on the
effects of competition.”

* |pid. The model appears in Appendix 4.

3 Govemment Accountability Office, “Telecommunications: Direct Broadcast Satellite Subscription Has
Grown Rapidly, But Varies Across Different Types of Markets,” GAO-05-257, April 2005, Appendix 3.

3 Ipid., p. 33.
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losses of $6 billion).*® Hazlett, who generated this estimate in 2006, says there is “a very large
opportunity to improve consumer welfare” by repealing local video franchises, though he
cautions that “in reality, eliminating municipal franchise barriers would not produce an instant
nationwide build-out by entrants. Nor would a lack of reform necessarily block all competitive
entry by wireline video providers.”>’

State Reforms

State reform efforts should focus on video franchise reform and comprehensive tax reform. On
the first, states can replace, reform, or eliminate video franchise laws, following the example of
such states as Texas, which in August 2005 was the first state to pass legislation creating
statewide franchising. Since then, nine more states (Arizona, California, Indiana, Kansas,
Michigan, New Jersey, North Carolina, South Carolina, and Virginia) have passed similar
legislation. Arizona and Virginia streamlined and codified the rules of local franchising, but
stopped short of authorizing statewide authority. The legislature in an eleventh state, Louisiana,
passed video franchise reform legislation that was vetoed by the governor.*®

The American Legislative Exchange

Council (ALEC) has written model Both the American Legislative Exchange
legislation for states interested in pursuing Council (ALEC) and the National
video franchise reform, though that model Conference of State Legislatures (NCSL)

has been criticized for not going far enough | v adopted resolutions calling for more
in allowing incumbent cable companies to

exit franchises when competitors enter uniform gnd ,less comphcated taxes on
their markets. communication services.

On state tax reform, policymakers will also

find good models in states that have taken the lead in making their communication taxes and fees
lower, simpler, and more uniform. Virginia and Ohio adopted legislation that streamlined and
lowered communication taxes and fees, while Florida passed laws that streamlined but did not
lower taxes and fees.

In Virginia, local governments can no longer impose their own taxes on communication services.
Instead, all communication services are subject to the same 5 percent sales tax rate that is
imposed on other goods and services. Fees for 911 service were equalized between landline and
wireless services at $0.50/month. Companies using public rights-of-way pay a single charge of
0.5 percent, intended to represent the actual cost of using the right-of-way and not simply a tax
disguised as a fee. Companies make just one payment to the state, which then distributes money
back to the local jurisdictions.

3 Thomas Hazlett, “Cable TV Franchises as Barriers to Video Competition,” George Mason University
Law and Economics Research Paper Series, March 2008, pp. 63-66. www.heartland.org/pdf/19021 pdf.

* |bid., p. 68.
* Steven Titch, “Cable Franchise Reform Spreads,” Budget & Tax News, March 2007, pp. 1, 4.
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Both ALEC and the National Conference of State Legislatures (NCSL) have adopted resolutions
calling for more uniform and less complicated taxes on communication services. According to
Neal Osten, federal affairs counsel for communication and interstate commerce with NCSL:

The taxcs of all providers of services should be the same; no provider should be tax-frec or taxed
higher than others. Eventually, all taxes should be no higher than general business taxes.
Collection and administration of the taxes should be simple, too, similar to what most states are
doing with sales taxcs right now.*

Local governments often oppose state communication tax and fee reforms because they fear a
loss of revenue. However, a coalition of local governments that criticized the 2004 COST study
on telecommunication taxes and fees, which included the National League of Cities, U.S.
Conference of Mayors, and National Association of Counties, nevertheless agreed that reform of
telecommunication taxes and fees is necessary:

Recognizing the convergence among different types of telecommunications services, local
governments generally favor the imposition of taxcs on a nondiscriminatory basis, regardless of
the technologics used, on competing communications scrvice providers that offer functionally
equivalent services. They also favor reforms that will create a level playing field for competition
among cxisting and new scrvice providers. Further, they favor simplifying the administration of

statc and local taxcs on communications scrvices to encourage continuced investments and
40

innovations.

) - Most opposition to video franchise reform
One estimate puts the potential comes from local government officials who

increase in local franchise fee receipts fear losing the capital grants and nonprice
nationwide at between $249 million concessions that cable incumbents now pay
1 d fee-based revenue due to falling prices.
and $413 million per year. an ) SET

$ pery But econometric models show that while video

franchise reform would cause prices to fall, the
number of customers and the quantity of communication services they purchase would rise faster,
resulting in higher total receipts for the industry and consequently greater tax revenues for local
governments. One estimate puts the potential increase in local franchise fee receipts nationwide at
between $249 million and $413 million per year.*' This suggests there is room for state tax policy
reforms that can win the acceptance of local officials.

* Quoted in Mary Lou Jay, “Taking Their Toll: Is Excessive Taxation Penalizing Wireless Consumers for
Embracing Technology?” Wireless News, CTIA, n.d.

* | ocal Government Perspective on Telecommunications Taxes: A Response to Industry’s 2004 COST
Study, Summer 2008, http://iwww .gfoa.org/documents/TelecomTaxBriefing_FullReport.pdf.

# Robert W. Crandall and Robert Litan, “The Benefits of New Wireline Video Competition for Consumers
and Local Government Finances,” Criterion Economics, LLC, n.d.
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National Reforms

National preemption of state and local tax and regulatory authority in this arena is justified for
several reasons. First, communication services have clearly become a national and global form of
commerce in the past decade, resulting in consumers and businesses outside the borders of
particular cities and states being affected negatively by those states’ and municipalities’ tax and
regulatory decisions. This is the basis for the FCC’s assertion of jurisdiction over broadband
services, VoIP, and cable video franchises. Second, there is precedent for preemption in the
history of railroads in the U.S., when Congress passed the Railroad Revitalization and Regulatory
Reform Act of 1976 preempting state and local governments from imposing discriminatory taxes
on railroads.

The Federal Trade Commission recognizes that the optimal scale for a cable operator often
exceeds the borders of a typical municipality, making state or national regulation more
economically efficient than local regulation *? The FCC announced in March 2007 new rules
limiting municipal franchising authority, including the creation of a “shot clock™ requiring
municipalities to act on applications for franchises within a set amount of time.** Legislation
would be needed for the FCC to actually forbid or replace local franchising authority. Bills to do
so have been introduced in Congress.

National legislation could prohibit
discriminatory sales, use, or business taxes on | State and local government could be

communication services. Such a prohibition given a reasonable period of time, but
could extend to all three levels of government probably no more than three years, to

and “discriminatory” taxes would b'e defmed phase out diseriminatory taxes.
as those that apply only to communication

services or are imposed at rates higher than

those paid by most other businesses. Exempted from the ban would be 911 fees, relay service
fees, and other fees actually used to fund services to communication consumers that are
specifically enumerated in the legislation.

State and local government could be given a reasonable period of time, but probably no more than
three years, to phase out discriminatory taxes. After that period, U.S. district courts would be
authorized to invalidate taxes or fees they determine are discriminatory. With many states
enjoying record growth in tax receipts,* this could be a good time to require that they update one
part of their tax codes.

2 ETC, “Sports Programming & Cable Distribution: The Comcast/Time Warner/Adelphia Transaction,”
Report to the Senate Committee on Judiciary, December 7, 2008, p. 4.

3 FCC, “In re Implementation of Section 621(a)(1) of the Cable Communications Policy Act of 1984, as
amended,” FCC no. 06-180, March 5, 2007.

# Lois Romano, “Most States Have Budget Surpluses, Some Find Creative Uses for Cash,” Washington
Post, August 19, 2008, p. A04.
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Universal Service Fund Reform

With proper review, the revenue demands of the Federal Universal Service Fund (USF), as well
as state USF funds, could be substantially reduced yet accomplish much more. The FCC should
take back authority for universal service and reform both the pay-in mechanisms to reflect the
larger base of communication companies now providing service, perhaps by moving to a per-
number charge, and the dispersal mechanisms so they encourage the deployment of economical
and innovative alternatives.

Vince Vasquez, a policy analyst for the Pacific Research Institute, writes:

By eliminating USF taxes and subsidies, lawmakers can facilitate new growth and investment in
underserved communitics without manipulating markets and dissuading industry innovation.
Consumers will be exempt from rising phone bill fees, and free from funding dubious scrvice
providers fattening from the trough of public funds. Responsible companies will have more capital
to finance new technologics, and could work cooperatively, rather than compulsively, with policy
regulators to achieve public goals in quality service and affordable calling rates **

Vasquez proposes a “seven-point road map” to

The FCC should take back authority reform the USF that includes changing the
for universal service and reform both legal definition of universal service to a
the pay-in mechanisms and the detailed and reasonable public goal, replacing

the current board of directors with
professional administrators without financial
conflicts of interest, having the FCC inspector
general conduct thorough audits and investigations, and replacing corporate subsidies with
consumer vouchers. The Mercatus Center also has proposed a series of USF reforms focusing on
performance measures for the fund.*®

dispersal mechanisms.

10. Conclusion

This study has presented original research on taxes and fees on communication services in 59
cities in the U.S. The methodology used was extremely conservative. It included only taxes and
fees known to be passed through, dollar for dollar, to consumers and not justifiable as payment
for, say, expenses incurred during the use of public rights-of-way. Removed from the tally were
the 3 percent national excise tax on phone calls, which was expiring as our research was
underway, as well as capital grants and nonprice concessions paid by cable companies, even
though other researchers have found them to be considerable. Also excluded was the cost of radio
frequency leases incurred by wireless phone service providers.

* Vince Vasquez, “Digital Welfare: The Failure of the Universal Service System,” Pacific Research
Institute, February 2008, p. 21.

* Maurice McTigue and Jerry Ellig, “Performance Measures for FCC Universal Service Programs,”
Mercatus Center, October 17, 2005, RSP 2005-07.
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Taxes and fees imposed on the consumers of cable television and telephone services in the U.S.
were found to be twice as high as general sales taxes on other goods — 13.52 percent versus 6.61
percent. Communication taxes and fees vary significantly from city to city: Consumers in the city
with the highest taxes (Jacksonville, Florida) pay $23.34 a month more — $280 a year — than
consumers in Lansing, Michigan, the city with the lowest taxes.

Communication taxes and fees also vary

based on the type of communication service High and discriminatory taxes and fees
(television, telephone, and Internet access) as ought to be cut, simplified, and made
well as by the type of technology used to uniform across different technology

deliver otherwise-identical services. Taxes
and fees on a phone call placed with a
wireline phone are 24 times higher than the
taxes and fees on a call placed using VolP, while cable subscribers pay twice the taxes and fees
on a video product as they are likely to pay for similar products delivered by telephone companies
using IPTV technology.

platforms.

Besides the direct burden of $37 billion a year in taxes and fees on communication services,
consumers also suffer needless social welfare losses, estimated to be more than $11 billion each
year, due to reduced consumption and investment.

Policymakers ought to act quickly to bring public policy up-to-date with the latest changes in the
communication arena. High and discriminatory taxes and fees ought to be cut, simplified, and
made uniform across diftferent technology platforms. Some states have already taken the lead in
enacting needed reforms; 